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FOREWORD 


Law and Conremporary Prosiems considers itself fortunate in being able to 
present its symposium on War Contract Termination at this particular moment 
when the “termination problem” has assumed in the view of many the position 
of the number two national problem—second only to winning the war. Prepara- 
tions for this symposium were made early in the summer of 1943 and an earlier 
publication had originally been contemplated. Postponement was occasioned by 
such developments in the fall of 1943 as the creation of the Advisory Unit for 
War and Postwar Adjustment Policies within the Office of War Mobilization to 
formulate and co-ordinate policies, congressional activity presaging legislation as 
manifested by various hearings before committees and culminating in the recently 
introduced Murray-George Bill (S. 1718, Feb. 11, 1944), and the over-hauling of 
certain procedures and policies within interested agencies. To be sure, the “termi- 
nation problem” is still in its early dynamic stages and postponement of publication 
till further clarification might plausibly be urged. Repeated requests, however, 
from various sources for publication at this time of certain articles have resulted 
in the publication of this symposium in two parts, of which this issue is Part I. 
Part II will follow, it is hoped, in a matter of weeks. 

Most of the articles in this Part I are of an exploratory nature. The discussion 
is opened by Cecil E. Fraser, Assistant Dean of the Harvard Graduate School of 
Business Administration, with an over-all economic survey entitled “The War 
Adjustment Problem,” in which are indicated the important questions of the vari- 
ous stages of transition and the factors to be considered in the essential planning 
for demobilization. 

The next article, by Leon Malman, examines the policies and procedures for 
the termination of war contracts, with special emphasis on the policies and proce- 
dures of the War Department. This analysis, from the Chief of the Legal Unit 
of the Contract Termination Section of the Office of the Chief of Ordnance, is 
particularly significant in view of the lion’s share of terminations which falls 
within Ordnance’s sphere and in view of the relative maturity of the War Depart- 
ment’s termination program. The reader is urged not to be intimidated by the 
formidable length of this comprehensive article, the practical utility of which is 
attested by its use in the instructional program of the recently established Army 
Industrial College. 
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The two articles that follow discuss problems that arise in consequence of the 
hierarchy of prime, sub and remote contractors. John S. Carter, drawing upon the 
Radio Corporation of America’s experience with its substantial prime contracts 
and subcontracts, discusses the various problems arising out of the subcontractor 
relationship—payments, insolvency, bases of settlement, time-lag. The article by 
Allen W. Maddren, of the Research Institute of America, explores the advantageous 
potentialities and administrative difficulties of “Company Settlements,” and con- 
cludes that the difficulties of a fléxible, non-mandatory mechanism would not be 
insuperable. 

The final article in this Part I, by Bertram M. Gross, Staff Director of the War 
Contracts Subcommittee of the Senate Military Affairs Committee, analyzes the 
role that Congress may be expected to play in the termination picture—a more 
active role, apparently, than heretofore. Mr. Gross points out the necessity for 
legislation, and indicates its desirable characteristics. This article was written 
before the introduction of the pending Murray Bill, which Mr. Gross will analyze, 
together with the recently released “Baruch Report,” in a companion article in 
the forthcoming Part II of this symposium. 

Part II will include, besides Mr. Gross’s above mentioned analysis, articles 
on the financing, accounting, property-disposition, labor, administrative, and _his- 
torical (World War I) aspects of termination. It is also hoped that circumstances 
will not compel the omission of an article on the integration of termination prob- 
lems with other governmental policies, the inclusion of which had at one time been 
tentatively announced. 

This symposium (including its forthcoming Part II) constitutes the third of a 
series of three symposiums dealing with problems closely related to war contracts. 
The first two, dealing with Excess Profits Taxation and War Contract Renego- 
tiation, have been recently published. 

E. R. Larry. 














THE WAR ADJUSTMENT PROBLEM 


Cecit E. FrAser* 


As we enter the third year of our war effort, our military leaders are preparing 
for invasion of western Europe. Almost daily our newspapers report heavy bomb- 
ing operations over Germany and her occupied territories to destroy strategic pro- 
duction areas and to prepare the way for mass invasion. The President has sub- 
mitted his second hundred-billion-dollar war budget and has raised the question 
of the advisability of a universal service act to meet serious labor shortages in 
critical areas of our war production program. 

After the conference between Stalin, Churchill, and Roosevelt, and their military, 
naval, and diplomatic representatives, we were warned that our most important 
effort still lies ahead of us. We have not yet driven the Nazis out of Italy or 
secured a foothold on the west coast of Europe, nor have we begun our heaviest 
operations against Japan. Our military leaders warn us against the dangers of 
wishful thinking that there will be a collapse in Germany or Japan in the imme- 
diate future and tell us that we must expect heavier casualty lists and occasional 
reverses as our military and naval forces increase the size and intensity of their 
attack. We must continue to increase our war production, for our forces and the 
forces of the United Nations are still short of needed equipment. Furthermore, in 
our attack, as already demonstrated in North Africa, tanks, trucks, planes, and 
guns worn out through use must be replaced just as surely as those hit by bomb or 
shell fire. 


Immediate Transition Period 

And yet in this third year of our war effort we are faced with the fact that 
some of our war factories are being closed. In some areas war workers are being 
thrown out of jobs and apparently are unable to find other jobs quickly. There 
are threats of strikes, not for more pay, but for more war work. Stockpiles of 
aluminum, brass, copper, and zinc are reported to be building up. 

As early as October of last year, Under-Secretary of War Robert P. Patterson 
testified before a Congressional committee that, of 10,000 cases of cancellation or 


*B.S. (war degree) 1919 as of 1918; M.B.A., 1921, Harvard University. Assistant Dean and 
Associate Professor, Graduate School of Business Administration, Harvard University. Appointed by 
Governor of Massachusetts to Special Commission on Intergovernmental Relations. Member of Research 
Staff and Faculty, Harvard Business School, 1921-1930. Private business, 1930-1940. Returned to 
Harvard Business School 1940 in field of Industrial Mobilization and Demobilization. ‘Trustee or 
director of various charitable institutions. Author, PropLemMs IN Finance, 1930; co-author, ANALYZING 
Our INpusrRIEs, 1932; co-editor, Inpusrry Goes To War, 1941. 
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termination of war contracts, some 3,000 had not yet been settled. He stated that 
the procedure had not been so swift as it should be because the problem was new 
and it took time to train people in the operation of such procedures. 


Early Postwar Planning 


Realizing that they would have a serious unemployment problem if war con- 
tracts should suddenly cease at the close of hostilities, many cities have developed 
postwar committees, usually working in close cooperation with local chambers 
of commerce. In most of the states, postwar commissions have also been appointed 
by the governors to study the problem and to make plans to prevent postwar unem- 
ployment.* Much of this planning has been realistic, but it is only natural that, 
in the main, most of the publicity has been given to the major steps to be taken 
in the postwar period rather than to immediate problems of war adjustment. 

Government officials in Washington have for the most part emphasized that 
there would be three major periods in which readjustment would take place: first, 
after the defeat of Germany, which it was hoped might take place in the summer 
or fall of 1944; second, after the defeat of Japan, which it was hoped might take 
place by the summer or fall of 1945; and third, after the Army of Occupation had 
been substantially reduced and the peoples of occupied countries would no longer 
require food, clothing, and other supplies as a gift or loan in order to exist. 

By late summer of 1943, many branches of the Army and Navy had set up 
what amounted to planning sections to study the problems of demobilization. The 
civilian war agencies and Government departments likewise began to set up sections 
to work on this problem. Generally speaking, such activities were highly secret. 
The Army and Navy, as well as Government officials, trying to increase war 
production, feared that the talk of postwar planning would lead to overconfidence 
on the part of the public. It was feared that businessmen in planning a recon- 
version to peacetime poduction would slacken their war effort, and such slackening 
in turn might result in prolonging the war and costing more lives. It was recog- 
nized that postwar planning now was necessary, but it was believed it should be 
done quietly by small groups. 


Fear of Axis Propaganda 


Emphasis was placed on increased production of essential war materials, the 
drafting of fathers to meet the requirements of our Armed Services, the develop- 
ment of morale on the home front to induce the public to buy more bonds, the 
stamping out of black markets in rationed foods, and the acceptance with good 
grace of shortages of tires, electric flatirons, and various items of household equip- 


* Hearings before the Select Committee to Conduct a Study and Investigation of the National 
Defense Program in its relation to Small Business in the United States under House Resolution 18, 
78th Cong., 1st Sess. (Oct. 21 and 22, 1943), Part 23. 

*See “Business Planning Now for V-Day,” an outline prepared by Malcolm P. McNair and James 
W. Culliton as THE SEconD REPoRT OF THE MassacHuseTrs COMMITTEE ON Post-War READJUSTMENT; 
under the Chairmanship of Melvin T. Copeland. 
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ment that would continue for some time to come. This point of view was perhaps 
heightened by the manner in which Axis officials made effective propaganda out 
of the coal shortage resulting from the strike of the miners the threatened strike 
of the railroads which led temporarily to the taking over of the roads by the 
Government, and the public criticism of OPA, WPB, and other Government 
agencies. 

We can perhaps visualize more clearly the effect of such propaganda if we con- 
sider what our own reactions would be if these situations had developed in Ger- 
many. What would be our own reaction if the German coal miners had struck 
during a critical period of the war effort; if the German railroads had threatened 
to go on strike; and if almost every German newspaper to a greater or lesser degree 
carried stories of black market operations and voiced opposition on the part of 
even loyal Nazis to food rationing laid down by the German equivalent of the 
OPA? If we would view with satisfaction such developments in Germany, we 
can imagine the delight with which Axis propagandists sieze on such stories from 
America. 

When information of developments in this country have been used by skillful 
German propagandists to increase the morale of our enemies and to lower the 
morale of the underground sabotage activities of conquered peoples, and when 
even the men in our own Armed Forces facing the privations and casualties of 
fighting a war on worldwide fronts feel that at times the home front is not giving 
them the proper support, it is only natural that our military and Government offi- 
cials have hesitated to give publicity to postwar planning or to do anything that 
might detract from our first job of winning the war. The very term “postwar 
planning” is to many people a dilatory phrase dealing with something that is in 
the distant future. 


Necessity for Transition Planning 


But the time has come when, despite these objections, we must plan for the 
transition and postwar period. Many Government agencies have for some time 
been taking definite steps in this direction. Many of these transition problems are 
not waiting for V-Day. The public, as well as our enemies, are well aware of the 
termination or cancellation of thousands of contracts, the closing of some of our 
war plants, and the pressure for releasing excess materials for civilian needs. These 
are the problems that we face now and will continue to face in increasing numbers 
as the war progresses. 

In fact, the more effective and far-sighted our military leaders, Government ofh- 
cials, and businessmen have been in building up sufficient stocks of ammunition, 
tanks, and other equipment to assure that there is no shortage of such essential 
items, the more rapidly we are faced with transition problems. Where the saving 
of human lives is the important yardstick of our endeavors, we must not only 
have enough but a surplus of the tools of war, so that, if there is a sudden 
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change in our requirements, our Armed Forces do not face the shortages that led 
to the heartbreaking termination of our struggle on Bataan and the delay of our 
advance in Italy because of the lack of proper landing equipment. 

Other changes in military requirements are the result of new inventions and 
improved designs of equipment. Some of these changes have been forced on us 
by new methods of attack and defense developed by the Axis. Still other changes 
in the needs of our fighting men come from a change in geography—our require- 
ments for the rugged country encountered in the Italian campaign are different 
from our requirements in North Africa. In war there is no second best; there is only 
victory or defeat. To assure that victory, constant change to meet new conditions 
is required, and constant change often means the termination or cancellation of 
contracts. 


Important Problems of Transition 


The termination or cancellation of contracts raises the question not only of 
prompt payment of a substantial portion of the contractors’ claims, but of how 
the manpower and facilities that are released can be shifted to the manufacture of 
those items still necessary in the war effort, or to the manufacutre of products 
necessary for civilian needs. 

This problem resolves itself into a number of important questions. What 
factories can be released from war work? Which communities will be affected? 
Are large plants or small plants to be converted first? Should some plants, even 
though closed, stand by to take up production of the same war materials again 
in the event that additional reserves are needed? Can manpower be used in the 
manufacture ‘of civilian goods while there is still a serious shortage in planes, 
landing barges, and other equipment? Will companies that can obtain sheet metal 
for the manufacture of sporting goods and automobile luncheon cases be allowed 
to make these items because they have available labor which can no longer be 
used on war work? What will be the public attitude when people can obtain 
luxuries but not necessities, and what will be the attitude of other manufacturers 
who find that their requests for the same materials to manufacture refrigerators 
or washing machines have been refused by Government agencies because they are 
in a critical labor area. 

If Nylon, for example, is to be released for women’s hosiery, is it to be held 
in a stockpile until all manufacturers of Nylon hosiery can start on an equal 
basis, or are certain plants to be allowed to manufacture Nylon hosiery as soon 
as even a small amount of the raw material is released from military purposes? 
Are brand names to be given any preference over unbranded merchandise? Is 
one manufacturer to have the advantage of building up a tremendous civilian 
business while his competitors are still engaged in war work? What is to be 
done with the manufacturers of rayon hosiery, with the wholesalers, and with 
department stores that have stocks of rayon hosiery on their shelves when the 
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women suddenly find or even hear rumors that they may be able to buy Nylon 
hosiery ? 

These problems of the transition are important, for the way in which they are 
decided now will set the pattern for much of our postwar development. In fact, 
it is to be hoped and expected that the solution of many of our problems and the 
method of operation will be blocked out and under way before V-Day arrives. 
Certainly if this can be. done, much of the confusion will be avoided, the fears 
of a long, drawn-out postwar adjustment can be at least partially allayed, and 
the men who are discharged from the armed services may have at least some 
opportunity to obtain a civilian job. 


Magnitude of the Job 


The over-all size of this problem can be visualized if we bear in mind the 
following striking examples. The Government has expended $134 billions in 
additional military establishments and has acquired land for war purposes in excess 
of the total area of New England. Since the beginning of the war the Govern- 
ment has expended over $16 billions in new industrial plants, and private com- 
panies have added $64, billions to new plant capacity. Think of these figures in 
terms of new facilities to be utilized in our peacetime program. The total invest- 
ment in the entire American railroad system is reported to be about $25 billions— 
in the automobile industry about $4'4 billions. What do these facts mean in rela- 
tion to our future civilian economy ?* 

It is evident that our future civilian economy will be shaped materially for 
years to come by the soundness of our plans for industrial demobilization. In- 
creasing recognition of the need for careful thought about the problems of indus- 
trial demobilization has developed in many quarters in recent months. In part 
at least, this recognition has been associated with realization of the extent to which 
industrial demobilization may occur before the formal end of the war. It is 
becoming more and more evident that the steps to be taken in industrial demobili- 
zation depend to a considerable extent on a clear understanding of the steps taken 
to put our industrial mobilization program into effect. 


Development of Industrial Mobilization 


For some years prior to 1940 the armed services, through the Office of the Assist- 
ant Secretary of War and the Army-Navy Munitions Board had been planning for 
industrial mobilization in the event of war. These plans outlined the process 
whereby in the event of war the industrial resources of the nation should be devoted 
to the utmost extent possible to the prosecution of the war, including not only the 
production of military end-items such as tanks, planes, guns, and ships, but also 
the production of those things essential to maintaining the health of the civilian 
population and keeping it functioning effectively in the war effort. 


*Speech “The Challenge to American Business” by Donald K. David at the Second New England 
War Conference, November 19, 1943. 
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In actual operation, these plans were modified by the fact that by June, 1940, 
the nation was beginning to mobilize its resources of men, materials, and industrial 
plants well before the actual declaration of war was forced on us in December, 
1941, and hence before war powers made possible necessary action to put the plan 
into effect in its entirety. The steps taken by industry and labor to develop our 
outstanding production of munitions have been innumerable and in a very real 
sense of overwhelming importance. On the Government side, two principal in- 
struments have been used to accomplish industrial mobilization during the last 
three years. One instrument has been positive in its action, the other negative. 

The positive instrument has been the placing of a tremendous number of con- 
tracts for the production of needed items, often on an entirely different basis from 
that on which the relatively small contracts were placed in time of peace. For 
military end-products and for raw materials the Government, often by negotiated 
price, provided an assured market of several times the total production of many of 
our industries. In other words, the Government assumed, for war purposes, what 
is ordinarily the major risk of industry, the risk involved in finding a market and 
holding it at least for a period. The Government, of course, also assumed other 
risks, normally borne by business, perhaps the most notable of which is the capital 
investment risk. Some 80% of the capital investment required for war production 
has involved the assumption of risk by the Government. In addition, working capi- 
tal has often been provided by advance payments, loans and various other means. 

The principal negative instrument for bringing about industrial mobilization has 
been the group of output and input controls administered by the War Production 
Board under the priority power. By these controls industry has been prevented 
from making many things and limited in its output of many other things, thus 
assuring in so far as possible a supply of raw materials for munitions and clearing 
the way for the acceptance of war contracts without fear of too great competitive dis- 
advantage in the civilian field. 


Results of Industrial Mobilization 

These two principal devices, aided and supplemented by a host of others which 
may be disregarded for our main purpose, have brought about a very high degree 
of industrial mobilization. In his testimony before the Appropriations Committee 
of the House of Representatives on May 27, 1943, Mr. Donald Nelson presented 
the results of our industrial mobilization, stripped to their essentials, by introducing 
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Gross National 
Calendar Year Product War Non-war 
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* Hearings before the Subcommittee of the Committee on Appropriations on National War Agencies 
Appropriation Bill for 1944, 78th Cong., 1st Sess. (May 27, 1943) 1062. 
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The dollar value of the gross national product nearly doubled from 1940 to 
1943 while the proportion devoted to war purposes rose from slightly more than 
2% in 1940 to 50% in 1943. To put it another way, while the gross national product 
devoted to non-war purposes remained nearly constant ($90 billions compared with 
$95 billions) we erected an entirely new war economy practically as large as our 
total in 1940. 

Now let us move from internal comparisons as the measure of our industrial 
mobilization to comparisons with the achievements of our enemies in this field. 
In 1939 the Axis nations were producing about $12 billions worth of combat muni- 
tions per year; the United Kingdom, Canada, and the United States were pro- 
ducing only about $2 billions worth. By 1941 the balance had shifted; Axis 
production was probably slightly less than that in the Anti-Axis World. In 1942, 
the tide was in full flow; the United Nations outproduced the Axis two to one. 
In 1943 production by the Allies exceeded that of the Axis by three to one and 
in 1944 the forecast is for a margin of four to one.® It is probable that the United 
States alone is producing in excess of half the entire world output of combat muni- 
tions, as compared with approximately 2% in 1939. These then are the results of 
industrial mobilization in the United States. 


Conversion and Reconversion of Plants 

One of the.most dramatic aspects of industrial mobilization has been the “con- 
version” or physical changing of plant facilities to make some new item, as, for 
example, the shift from equipment to make refrigerators to equipment to make 
machine guns. Although “conversion” is an important and necessary step in ob- 
taining effective production of munitions, it is often overstressed. 

As the Committee for Economic Development has pointed out, many more of 
our workers are employed in activities where physical conversion has not taken 
place than in activities where it has taken place. Including agriculture, the utili- 
ties, wholesale and retail trade, a broad group of service industries, and a large part 
of manufacturing covering such items as food, clothing, fuel, steel, lumber, and 
cement, the C.E.D. estimates that 80% of all civilians now employed are not 
engaged in activities in which physical conversion has occurred, and consequently 
no problems of physical reconversion will be involved. 

In the manufacturing field alone, of course, the employment in physically con- 
verted plants bulks larger in the total. But it is important to remember that the 
process of industrial mobilization has been much broader than the process of physi- 
cal conversion, and that the process of industrial demobilization will be much broader 
than the process of physical reconversion. We should not concentrate our attention 


° Testifying before the Subcommittee on Contract Termination of the Senate Military Affairs Com- 
mittee on Oct. 27, 1943, Mr. Randolph Paul of the Treasury Department put the gross national 
product for the 1944 fiscal year (June ’43-June ’44) at $195 billion and war expenditures at $95 
billion. 

®S. Morris Livincsron, MARKETS AFTER THE War (1943) 24, (prepared under direction of Bureau 
of Foreign and Domestic Commerce) ; also in reprint, SEN. Doc. No. 40, 78th Cong., 1st Sess. (1943) 20. 
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so strongly on the problems of those industries and companies which will be con- 
fronted with the task of physical reconversion that we neglect entirely the problems 
of those industries and companies which do not face important physical recon- 
version. The latter, by and large, are the “bread and butter” industries on which 
the bulk of employment depends. 


Industrial Demobilization 


In industrial demobilization when industrial effort is being shifted away from 
war production to peace production, the great bulk of the task will rest on industry 
and labor. There will no longer be a wartime economy superimposed on a some- 
what reduced civilian economy. The Government will no longer provide an assured 
market for the total production of many of our largest plants. Each company will 
more or less be forced to work out its future salvation under its own direction. In 
some instances the Government may furnish funds for reconversion,’ but in the 
main the task of Government will be to pay claims promptly and to remove war- 
time restrictions gradually and in an orderly fashion with whatever planning is 
necessary to assure at least some degree of fairness on the road back. 

As compared with industrial mobilization, the instruments used by the Gov- 
ernment to guide industrial demobilization will in the main be negative. The 
procurement agencies will stop placing all but small peacetime contracts and will 
terminate unfinished contracts as rapidly as possible. The War Production Board, 
or whatever agency is managing the controls over input and output under the 
priority power, will relax or remove the prohibitions against the production of 
various types of goods or the prohibitions against the use of materials for particu- 
lar purposes. There will not be the positive instrument of Government contracts 
for the production of the civilian goods, the assured demand offered by the Govern- 
ment for war production.® 

The essence of the management of industrial demobilization on the part of the 
Government lies in establishing sound procedures in contract cancellation and termi- 
nation during the transition period. Prompt payment on old contracts and the 
withholding of new ones should coincide with the lifting of controls over materials 
and output of civilian products and be so balanced as to timing and as to the indus 
tries and companies affected that there will be a minimum of loss in the use of 
productive resources, men, machines, and materials. Frequently war production 
demands in other fields will prevent lifting restrictions or ultilizing manpower in 
civilian production, but the extent to which we can achieve this goal in the transi- 

™For a discussion of the extension of instruments now used for financing war contractors to post- 
termination financing of those contractors, see CHartes Cortez Assorr and Watrer G. O'NEIL, 


THe V anp VT Loan ARRANGEMENT AND TERMINATION Financinc (Harvard Business School, Division 


of Research, 1944). 

® There will, of course, be many important exceptions to this observation. Government contracts 
for non-war purposes (relief and rehabilitation, construction of needed public projects by Federal, 
State, and local governments, and deferred maintenance of public property, for exmaple) will be 
important throughout the demobilization period. 
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tion period will govern to a large extent the success of demobilization during the 
period of industrial strain and stress at the end of the war. 


Amount of Contract Terminations 

We should have a clear perspective on the terminations of war production con- 
tracts which are currently taking place. The President in his budget message 
to Congress on January 13, 1944, announced that more than $12 billions of war con- 
tracts had already been terminated.® This is well in excess of the volume terminated 
at the end of the last war. 

But such figures may be subject to misinterpretation for many War Depart- 
ment terminations were partial terminations only. In the great bulk of cases, the 
terminations were merely an incident to the placing of contracts for some other 
war item. Figures are not available showing directly how many terminations were 
tied to new contracts, but the fact that 70% of the terminations made by the War 
Department through July 31, 1943, resulted in no claim against the Government 
is significant. 


The Effect of When the War Ends 

We can usefully distinguish three stages in the possible termination of our war 
effort without any attempt to assume dates or time periods; the Global War Stage, 
extending from now to the end of the war in Europe; the Pacific War Stage, ex- 
tending from the end of the war in Europe to the end of the war in the Pacific, 
and the Peace Stage, following the end of the war in the Pacific. 


Global War Stage 

During the Global War Stage, the national objective will continue to be the 
maximum production of needed weapons and supplies, but changes in the program 
will result from the obsolescence of particular weapons as better ones are developed 
by the enemy or ourselves, from changes in the basic strategy of the war (e.g., less 
emphasis on antiaircraft guns as we shift from the defensive to the offensive), 
from the filling up of depot stocks throughout the world and the “pipelines” of 
the transportation system to the fighting fronts, and from the fact that the basic 
equipment for our Army has been manufactured. As General Brehon Somervell, 
Commanding General, Army Service Forces, put it: “We have nearly finished our 
production of ‘capital’ equipment and are shifting to a maintenance and replace- 
ment basis.”2° 

On the civilian side, there will also be changes in the program. With the 
passage of time, the stocks of many things essential to the health and productive 
efficiency of the civilian population have been reduced through constant use. The 
time is nearing when we must weigh the risks to the war effort involved in 
deferring further production of some essential civilian items. 


*The New York Times, Jan. 14, 1944, p. 10, col. 4. 
2° Speech before the Annual Meeting of the United States Chamber of Commerce, Waldorf Astoria, 


New York City, April 27, 1943. 
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With these facts as to the program in mind, it can be clearly seen that throughout 
Stage I, the Global War Stage, materials and manpower will continue to be tight 
and there will be no real demobilization. The changes in the program, to be sure, 
will pose some problems. Some producers will not be convertible to either new 


military or essential civilian requirements; materials and labor shortages will pro- . 


hibit their transfer to less essential civilian work; and there will, therefore, be 
some business casualties. 


Pacific War Stage 


If the Pacific War Stage develops as expected, it will give the first real oppor- 
tunity to put the initial stages of industrial demobilization into operation. The 
character of the period will be determined by the relationship of the requirements 
for the prosecution of the Pacific War to the resources of men, materials, and 
machines available. If, for example, to take one extreme, the requirements are so 
high that they demand the use of as large a proportion of national resources as is 
now demanded, there will, of course, be no industrial demobilization. Stage II 
will then simply be a continuation of Stage I. If, on the other hand, the require- 
ments are -very low, it is possible that, in view of the released resources of materials, 
factory facilities, and manpower, resumption of full civilian production would 
be possible and would bring forward the events normally anticipated for Stage 
III into Stage II. 


Military Requirements 


The facts and projections by which to estimate just where between these two 
extremes the most likely forecast lies are not now available, nor are they likely to be 
made publicly available soon. The needed facts are: (1) estimates of military end- 
product requirements by principal categories; (2) estimates of military end-product 
inventories transferable from European theaters of operation to use in the Pacific 
War; (3) net new production requirements of military end-products for the 
Pacific War; (4) net new production requirements translated into materials and 
manpower requirements. 


The best estimate of our industrial and military leaders would indicate that the 
net new production requirements for military end-products after the end of the 
War in Europe will be such as to release substantial quantities of materials and 
substantial numbers of workers, although these releases will not permit anything 
like full resumption of civilian production. Such conditions impose on the govern- 
ment the task of selection, of releasing some producers from war work while others 
are kept on war work. 


Companies to Make Civilian Goods 


The selection of the producers to be first released from war production to return 
to the manufacture of civilian goods assumes great importance in many minds. 
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A head start in returning to civilian production and being in~a position to fill 
civilian needs is commonly considered to be of very great advantage to companies 
as well as communities and even to regions. 


Senator O’Mahoney has pointed out in his report to the Senate special committee 
on postwar economic planning that: “The people and the businesses of the three 
Pacific coast states—and what is true of them applies also to the whole area west 
of the Mississippi—foresee that the European war will be finished before the war 
in the Pacific is concluded. They foresee that as a result war industry in the west 
will be required to continue to operate at high speed while industry in the east 
and the north-central states will be free to reorganize and reconvert to peace. 
Thy ask us, therefore, what should be done to prevent a dislocation in the west 
following the European phase of the war which they fear will be far greater than 
that which has already been endured.”"* 


The considerations as to which producers should be released first from war 
production fall into four categories: (1) the relative efficiency of the particular 
concern in producing the war items; (2) efficiency in the use of national resources; 
(3) consistency with the desired economic pattern for the future; and (4) con- 
sistency with concepts of competitive “fairness.” 


Relative Efficiency of Concern 


There are several possible measures of the relative efficiency of different pro- 
ducers which might be used, either separately or in combination. The first measure 
is the price at which the concern is willing to continue production of the war item. 
The second measure is the cost of production, while the third and fourth measures 
are the material use per unit of output and the manpower use per unit of output. 
Basing decisions on such measures as these would tend to hold down the cost 
of war production to the Government and would ordinarily provide for the maxi- 
mum output of war goods in the least possible time. The procurement agencies 
naturally tend to emphasize these considerations.?? 


If our war production facilities were evenly distributed throughout the country 
in a manner paralleling the distribution of available manpower, or if there were 
complete mobility in manpower, basing decisions on the relative efficiency of 
the particular concern in the use of manpower would automatically result in the 
maximum efficiency in the use of our manpower resources as a whole. Unfor- 
tunately, however, neither of these conditions prevails. Our war production facilities 
are not scattered evenly throughout the country in accordance with available man- 
power, and manpower is not entirely mobile. Therefore, the second set of con- 
siderations is not always consistent with the first set. 

Sen. Doc. No. 106, 78th Cong., rst Sess. (1943) 4. 


12See statements in Procurement Regulation 15 of the War Department, in which the considerations 
governing the selection of contracts to be terminated are set forth. 
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Efficiency in Use of National Resources 

As has been repeatedly pointed out, our national manpower shortage problem 
is still essentially a local problem. Because of the concentration of war production 
facilities in particular regions and communities, those areas are faced with vexing 
difficulties and problems, while at the same time in many other areas there is under- 
employment or employment on relatively unessential activities beyond the basic need 
for them. Thus, the issue must frequently be raised with respect to decisions as to 
termination whether the release of a producer highly efficient in the use of man- 
power in an area of acute labor shortage will not result in an over-all gain in the 
program as compared with the release of a producer less efficient in the use of 
manpower in an area of labor surplus. 

The same observation is applicable, though with somewhat less force because 
of the relative acuteness of the manpower situation, to the use of other national 
resources, notably transportation. In some cases selection of producers to be con- 
tinued in war production must rest on the fact that their location imposes a lesser 
burden on strategic transportation facilities than does any other available location. 

The first two considerations are essentially war problems. Their importance 
will continue to be very great so long as the maximum war production remains 
the single goal. They can, therefore, be expected to control decisions very largely 
throughout the Global War Stage and into the Pacific War Stage. But in the 
Pacific War Stage the last two considerations will assume more and more im- 
portance. 


Consistency with Economic Pattern for the Future 

During the early days of the defense program and while war production was 
getting its start toward its present overwhelming levels, there was a great deal of 
discussion of how and to what extent the defense and war programs could be made 
to contribute to various long-run economic objectives. Among the long-run eco- 
nomic objectives were the desire to decentralize industry from the industrial north- 
east into the south and west and the desire to develop industrial activity in rela- 
tively smaller communities, as compared with the metropolitan areas. 

In the minds of some government officials and businessmen, the first: objective 
was pointed toward industrial self-sufficiency for the several regions in the south 
and west. At the same time, other groups were most concerned that the defense 
and war programs should serve to eliminate stranded populations by replacing the 
dead or dying activity with other activities holding promise of vigorous life for 
these communities in the future. These groups, of course, were also concerned 
that the war programs should not in turn create other stranded communities. 


These considerations can be counted upon to come to the front almost imme- 
diately and again during the Pacific War Stage of military operations. It will 
be strongly advocated that strenuous efforts be made to prevent large groups of 
people now assembled to work in specially constructed war plants in what once 




















THe War ApjustMent ProsLeM 441 


were small and out-of-the-way communities from being left in those communities 
without the prospect for productive employment. 

Curiously enough, exactly opposite policies will be advocated by people having 
the objective of preventing general unemployment for the country as a whole. It 
will be argued that production in such plants should be terminated early so that 
the employees will have a head start in seeking employment elsewhere, and so that 
the managements of plants converting to non-war production can put their pro- 
grams into operation more quickly. This will be countered by the argument that 
these specialized war plants should be the last released from war production to 
provide the maximum employment while permitting the plants which can most 
easily resume civilian production to do so. 

There is the danger of course that certain groups will bring pressure to keep 
war plants in production longer than is necessary from a military point of view 
in order to prevent unemployment. Strikes to protest cutting down Government 
orders are an indication of this viewpoint. No doubt arguments for continued pro- 
duction will be based on the alleged need for large reserves of newest equipment 
but any production of munitions based on anything but military necessity as de- 
termined by our General Staff sections must be discarded. 


Considerations Regarding Competitive Position 

During the period of industrial mobilization, while the shift from full peace- 
time production to a maximum war production effort was in process, there was 
continuous concern about the “fairness” of the treatment accorded different com- 
petitors. There was much talk about “taking time out for the war.” There was 
a general belief that every effort should be made to preserve the relative competi- 
tive position of each company in an industry, and that the war should not be used 
to change the competitive relationships. 

In spite of efforts to do so, these desires could not be fully met. As the war 
has gone on, it has become clearer and clearer that all sorts of changes have and 
are taking place in the relative position of firms within industries and of one 
industry relative to another. In some measure at least it is recognition of these facts 
that gives the force to the concern about the “head start” in the return to the 
civilian market. It is therefore not difficult to predict that during the industrial 
demobilization period there will be even more concentration on the problems of 
“fairness” than there was during the period of industrial mobilization. 

Mr. Donald M. Nelson, Chairman of the War Production Board, has said 
repeatedly that American industry and the American people will do anything if 
they are convinced that it is necessary and if they are convinced that it is fairly 
handled. During the Pacific War Stage, American industry and the American 
people will look with acute attention at the actions taken in the light of their 
“fairness.” 

In his report to the Senate committee on postwar economic policy and planning, 
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Senator O’Mahoney said: “When the War Production Board and its predecessors 
were first established, efforts were made to devise a system whereby appeals could 
be taken from the priority and allocation orders of the Government managers. None 
of these efforts succeeded because it was believed that it would be better to run 
the risk of injustice than to permit the flow of materials to war industry to be 
interrupted. The people accepted for the most part regimentation by the war 
managers because they knew that victory in the war was the essential objective 
without which nothing else would be of value. But in the reconversion period we 
cannot be so acquiescent. The War Production Board cannot be permitted to en- 
force its system of quotas and priorities and limitation orders without the establish- 
ment of an over-all appeals board which shall prevent the exercise of this vast power 
to deprive any business, any State, any community of the materials it needs for 
the civilian economy.” 

The observations in this quotation in regard to the importance of “fairness” 
in the administration of the priority power apply with equal force to the other 
instruments for governmental guiding of demobilization, such as the administra- 
tion of the contract power, the manner of conducting contract termination or can- 
cellation, and the speed with which claims are paid in whole or at least in part. 


Problems of Competitive Position 


Now let us examine some of the questions which will arise under the major 
heading “Competitive Position.” 

(1) Should large concerns or small concerns in an industry be released first? 
The Congress has set forth a national policy that small enterprises in this country 
shall be encouraged to the utmost extent possible. There have been repeated and 
substantial efforts to bring the smaller concerns more fully into the war production 
program. The Smaller War Plants Corporation has made notable attempts to bring 
this about. In demobilization an obvious way to accord a preference to smaller 
enterprises during the transition period would be to make sure that if any enter- 
prises are given a head start in the production of civilian goods they are the smaller 
enterprises. 

(2) Should the firm converted to the production of a new item or the regular 
producer be released first? In a number of cases the needs of the war program 
have caused manufacturers to be converted to the production of items which they 
have never made before. Should the regular producers of those items be preferred, 
as far as time of release is concerned, to these converted producers, many of whom 
with new equipment can produce the product cheaper than the old line companies 
which have obsolete and worn equipment? 

(3) Should newcomers to an industry with a greatly improved product be 
released before or as soon as the regular producers in the industry? ‘There are 
already a number of cases where greatly improved products have resulted from the 
technical research work during th last two or three years. In many of these 
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cases the newcomers will demand at least equal treatment with the established 
producers so far as the allocation of materials and the release from war produc- 
tion are concerned. There is also the desirability from the standpoint of con- 
sumers that improved products be permitted to reach them as rapidly as possible. 
Immediate introduction of these improved products, however, might create uncer- 
tainty in the market for all producers of similar items and might thereby so affect 
sales possibilities that production and therefore employment would be reduced 
during the most critical part of the transition period. 

As a result of the scarcity of materials there has been a great deal of shite 
tion of less desirable materials and reduction in quality in the products manufac- 
tured for the civilian market. These substitute products are accepted reluctantly by 
the American people only because there is no prospect of securing anything better. 
Manufacturers and distributors are much alarmed at the losses which they will face 
on existing stocks of these products as soon as even small quantities of standard 
products are available. 

(4) Should producers specializing in high quality and price or those specializing 
in low quality and price be released first? In many industries there are clearly 
defined divisions, with some manufacturers making a relatively high-quality prod- 
uct and selling at relatively high prices and others concentrating on the lower 
quality and price fields. Frequently the high-priced quality manufacturers are 
further distinguished from the others in that they sell under well-established trade- 
marks and use extensive national advertising to promote their products, while the 
others sell through large volume retailers, often under the brand names of the 
retailers. 

A substantial headstart for either group would have important repercussions, 
not only to the manufacturers but also throughout the trade channels. It would 
be, for instance, a highly significant competitive development if the manufacturers 
of refrigerators to be sold under the Sears Roebuck and Montgomery Ward names 
were released before those manufactured for sale under well-known trade names, 
and similarly if the reverse action were taken. 


Many Variations of Competitive Issues 


In actual practice many variations of these competitive questions will develop. 
Not all of them will apply in the case of any particular industry or product. In 
many industries and products there will be all sorts of combinations of these ques- 
tions. During the total war stage these questions will not be of major importance, 
although they will pose vexing difficulties to those who have to decide which 
manufacturers will make the relatively small quantities of essential goods neces- 
sary for the health and productive efficiency of the civilian population."* 


78 With the increase in marriages and the frequent shifts of servicemen and their wives to com- 
munities where the laundry problem is acute there has been a heavy demand for electric irons which 
have not been obtainable. When raw materials became available the WPB was willing to permit 
their manufacture. The large companies which made electric irons before the war insisted that it 
was their job and that they should not be penalized because they were devoting their facilities to war 
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In the Pacific War Stage these and similar questions will occupy a place of 
increasing importance. In some instances companies will decide that they do wish 
to continue to manufacture munitions as long as possible, and it may be that such 
decisions will so reduce the number of concerns which wish to engage in civilian 
production that all who desire to may be permitted to do so. 

It is important that policies in regard to the questions in these various cate- 
gories bearing on the release of particular concerns from war production should 
be formulated in advance and that administrative organizations and procedures 
should be developed to put the policies into effect. In particular, it is important 
that the policies developed to govern the release of companies by contract termina- 
tion or cancellation should go hand in hand with the policies governing the lifting 
of the prohibitions on production of civilian items and the controls directing the 
flow of raw materials. 


Establishing General Policies 

The President has appointed Bernard Baruch to work out with James Byrnes, 
Director of the Office of War Mobilization, contract termination and reconversion 
policies looking eventually to demobilization. It appears likely that the work of 
actually putting these policies into effect will fall to the lot of the WPB. Perhaps 
the name of the agency and some of the personalities will change as has happened 
several times in the past, but the powers given Maury Maverick of the Smaller War 
Plants Corporation working under WPB with the Office of Civilian Requirements 
would indicate the strong probability of such future developments. 

In shaping these policies and putting them into operation, other agencies will 
undoubtedly have an influence, particularly in regard to control of price. 

Congress too will have its say, for there are no less than four committees in the 
House and four committees in the Senate concerned directly with the war adjust- 
ment problems of transition and demobilization. Numerous bills have been intro- 
duced and more will follow, but it is to be hoped that in the process of sifting 
out the wheat from the chaff, Congress will not wait to draw up one over-all bill 
that will be cumbersome, cause delay, and in fact be out of date almost before being 
passed, but will pass needed legislation in detail as the situation requires. 

Recognition of the increasing importance of taxes and the need for permitting 
wartime reserves merits Congressional action to insure that companies which have 
made the transition to war production can make the second transition to civilian 
production. A tax program that can be carried in stabilized industry may prove a 
difficult stumbling block in a transition period.* 


production. The small companies, many of which had been unable to participate in war production, 
demanded that the job be given to them. As a compromise the small companies were permitted 
to make the irons which were stamped with the trademarks of the large companies and distributed 
through regular retail channels. 

14 See J. Kerra Butrers, War Profits TAXATION AND SPECIAL WartiIME Reserves (Harvard Gradu- 
uate School of Business Administration, Business Research Studies No. 30, January 1944). 
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In shaping policies various government agencies will have an influence. For 
example, Stabilization Director Fred M. Vinson issued a directive on November 16, 
1943, establishing a price formula for low-priced essential consumer goods. This 
formula permitted an increase in prices of scarce articles, but limited the new ceiling 
for manufacturers whose profits were not more than double those of the 1936- 
1939 period to the cost of producing the item plus a profit not to exceed 2% before 
taxes. For manufacturers whose profits were more than double those of the base 
period, the new ceiling could not exceed the unit cost. 

On January 29, 1943, Mr. Vinson stated that the directive was intended to apply 
only to manufacturers who produced essential civilian goods under mandatory 
orders of the WPB; also, that it would only apply to textiles and apparel. Prob- 


- lems arising in. connection with other consumer goods where price adjustments were 


involved were to be submitted to the OES for treatment on an individual basis— 
which was consistent with that provided for textiles and apparel. 

By February 1, 1944, industrial reconversion had raised the question as to what 
prices the OES would permit on durable goods when production was started. For 
example, the WPB?* released materials to manufacture 2,000,000 flat irons; industry, 
however, did not know how this output would be priced. Many concerns stressed 
that unit costs were higher, when only a limited production was permitted, because 
of higher fixed charges as well as material costs. 

In a change affecting the entire nation every branch of the government will 
have a part and most certainly a spokesman who often will not be in accord with 
the methods advocated by other agencies. If we can keep in mind that we live 
in a democracy, not a dictatorship, and that free speech, especially in an election 
year, is one of our most prized rights, and that we have seldom had a shortage of 
spokesmen, we should not be too badly confused by the working of the democratic 
process. 


Baruch Report 


The report prepared by Bernard M. Baruch and his assistant, John Hancock, 
was released to the public on February 19, 1944. The Baruch staff with the assist- 
ance of the Joint Contract Termination Board with the representatives of six major 
procurement agencies developed the main points of a far-reaching program and 
will continue to work to perfect the plan and to help solve the problems that will 
arise in its operation. In annunciating Government policies, on contract termination 
this report emphasizes five main points: 

(1) The plan provides for prompt payment of 100% of the amount due on a 
claim as nearly as that figure can be ascertained. This includes 100% payment 
for all completed articles, immediate payment for factual items such as direct 
labor and materials on incompleted items, and immediate 100% payment of 


1°'The WPB favored the use of production quotas based upon past production records in a base 
period such as 1936-1940 in allocating an output of 123,000 trucks among 25 companies. 
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settlements with subcontractors. Where subcontractors are threatened with losses 
through the fault or insolvency of a higher contractor, direct settlements of con- 
tracts may be made by procurement agencies at their discretion. After 30 days 
interest will be paid at an annual rate of 2!4% on the unpaid part of claims until 
date of final settlement. 

(2) There is provided a simple system of termination loans employing credit 
facilities of commercial banks. These loans will have partial Government guaran- 
tees and will be available to both prime and subcontractors. It is planned to merge 
V loans for war production and VT loans for war production and termination 
with the new T loans when the latter become available. 

(3) Wherever private financing is not available, direct government loans may be 
made to contractors unable to obtain bank loans within thirty days. The procur- 
ing agency extending such loans will follow substantially the same procedure as 
in the case of a partially guaranteed loan of a commercial bank and the interest 
rate will also be similar. 

(4) Final settlement of claims will be made by negotiations between the con- 
tractors and the contracting agencies. Safeguards developed in making contracts 
will be used in unmaking of contracts. 

(5) The interest of the Government will be protected by continuing audits after 
settlement for detection of fraud and correction of mathematical mistakes. The 
Comptroller General and the Attorney General are to be added to the Joint Con- 
tract Termination Board but the review powers of the Comptroller General are 
to be limited to cases of fraud. Government negotiators will keep full records 
of the basis of settlement and contractors must keep their records for at least three 
years after the settlement date. 

The Baruch report recommends disposal of surplus war property as rapidly as 
possible without upsetting normal trade in industry. A board will lay down the 
policies of the four agencies charged with the disposal of surplus property. (1) The 
Treasury Procurement Division will direct the disposal of all consumer goods. (2) 
The R. F. C. will dispose of capital and producer goods as well as all types of indus- 
trial property. (3) The Maritime Commission will have charge of the disposal 
of all ships, yards, and maritime property. (4) The Food Administrator will handle 
the disposition of all surplus food. 

In the main, the disposal of plants will be handled on an industry-wide basis. 
Studies will be made for subdividing the largest units, leasing and establishing credit 
arrangements to assure that small companies are given opportunities which might 
otherwise not be available to them. 

Like the report of Senator George’s post-war planning committee, released a 
week earlier, the Baruch report follows the same general principles. Private 
initiative and resourcefulness, rather than Government regulations, are the surest 
road to a successful transition. Industry must have available capital which can be 
provided by prompt settlement of contract claims and the making of loans where 
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necessary. The disposal of surplus property must be handled ‘in such a way as 
not to upset trade or industry, and the Government must not compete with private 
enterprise. 


Putting Policies into Operation 

Contracting officers of the Army, Navy, and Maritime Commission have been 
and will probably continue to be the individuals who terminate contracts and 
authorize settlements. One of the first steps necessary to insure prompt action is 
legislation to relieve contracting officers of personal liability in the absence of 
fraud or bad faith. If he is not given such protection from the General Account- 
ing Office, and if accounts of any disbursing officer acting in good faith are held 
up months or even years after the event, we may rest assured that contracting 
officers will be slow to act regardless of how much injury to business and increased 
unemployment results from the delay. No contracting officer can be expected to 
act efficiently if payment for disallowed items paid in good faith are exacted from his 
salary while his wife and children go without the things they need and want. 

Payment of just claims upon termination of a contract must be prompt if in- 
dustry is to be in a position to return to civilian production. Immediate payment 
of subcontractors is particularly important, for although large companies such as 
General Electric Company may sometimes be subcontractors, in the main this class 
represents smaller companies which should not be placed in jeopardy by delays in 
payments when a war contract entered in good faith is terminated. The delays in 
the payments to Baldwin Locomotive Company and International Harvester Com- 
pany, together with their several hundred subcontractors, for instance, damage not 
only the companies involved, but also the morale of managements and stockholders 
of other companies. 

Prompt payment does not require that the full value of claims as submitted by 
the contractor must be paid without at least reasonable checking by contracting 
officers supported in their work by a necessary staff of assistants. Businessmen have 
sometimes submitted bids at a loss to obtain a contract but claims submitted when 
a contract is terminated have seldom been modest. Some examples are available that 
show businessmen have not been averse to putting in a larger claim than could be 
substantiated for trading purposes. An able contracting officer can usually detect 
such cases and reach an agreement on the amount of the real claim. 

Where the contracting officer and the company are not in accord, machinery 
must be set up for boards of appeal for the prompt handling of cases. Similarly, 
an appeals organization, preferably local in character, should be instituted for the 
relief of subcontractors who fail to secure prompt and equitable treatment of their 
claims. Here again prompt decision and settlement are of paramount importance. 
The success of renegotiation boards in deciding cases should indicate a type of 
procedure that is effective. And finally courts are available in cases of fraud to 
protect the public interest; the many should not suffer for the possible derelictions 
of a few. e 
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Importance of Business Leadership 


Government planning, assistance, and leadership in the period of wartime transi- 
tion is important, but the planning and positive action of business leaders indi- 
vidually and in groups are the decisive factors. It was this planning and positive 
action that produced the weapons that will enable the United Nations to break the 
onslaught and eventually to defeat the Axis hordes. It is this same planning that 
will determine the success of the return to peace. 

Business and labor leaders must plan for their own concerns and communities, 
for in the flexibility of positive action by many individuals to meet local and regional 
conditions lies the real strength of transition and demobilization. Of even greater 
moral responsibility than the obligations to the widows, small businessmen, laborers, 
and few men of wealth who constitute the great body of stockholders is the obli- 
gation to the returning serviceman. Of far greater importance than the cheering 
crowds, the separation pay, and the victory medals of a grateful Government to the 
ex-soldier, sailor, or marine is the voice of the American businessman “Young man, 


you have got a job.” 

















POLICIES AND PROCEDURES 
FOR THE TERMINATION OF WAR CONTRACTS 


Leon MatmMan* 


INTRODUCTION 


The ABC Corp., which for twenty years has been in the business of manufac- 
turing a variety of metal stampings and machined parts, enters into a contract 
with the X Ordnance District in March 1943 for the manufacture of 2,500,000 37 mm. 
armor piercing shot. The executives of the corporation have figured their price 
closely and when their offer is accepted they receive a Notice of Award,’ signed 
by a contracting officer. Their attorney advises them that a Notice of Award con- 
stitutes a binding agreement with the Government,’ so immediately they begin 
to prepare for the manufacture of the shot. They order materials, some new 
machine tools, and some special dies and jigs, and as these arrive they begin the 
laborious process of converting their plant and of getting production under way. 
While this is going on they receive from the X Ordnance District their definitive 
contract® for the 2,500,000 shot. Their attorney examines it and advises them that 
it is in order, so the president of the corporation signs it on behalf of the corpora- 
tion and returns it to the X Ordnance District. He remembers that the attorney 
had said something about Article 12* providing for cancellation of the contract 
whenever the Government wishes to do so, but he had looked through the provision, 
which seemed to state a fair basis of settlement if the contract were cancelled, so 
he hadn’t been very much concerned about the details of the clause. Furthermore, 
why worry about cancellation? Hadn’t the negotiator at the X Ordnance District 
with whom he had dealt told them that even before this contract was completed 
they would probably be getting a repeat order? 

*A.B., 1934, LL.B., 1936, Columbia University. Member, New York Bar. Chief, Legal Unit, 
Contract Termination Section, Office of the Chief of Ordnance. 

I wish to express my gratitude to my friends, Colonel R. Ammi Cutter and Lt. Colonel Harold 
Shepherd, for their many helpful suggestions and criticisms. 

The opinions expressed in this article are, of course, my own and are not in any way to be 
regarded as the official views of the War Department or any of its services. 


Ordnance Procurement Instructions (hereafter cited as OPI) 13,002, C.C.H. War Law Serv. 
§24, 201. 

*The Notice of Award is an acceptance of an offer previously made by a prospective contractor. 

® War Department Procurement Regulations (hereafter cited as PR) 1301, Cope oF Fen. Rec., Title 
10, Ch. 8, Part 81, C.C.H. War Law Serv. 922, 601. 

“This article (hereafter referred to as “the old standard form”) is set out in full in Appendix C, 
infra 514. It formerly appeared in PR 324. 
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By September their production line is set up and the production “bugs” have 
been overcome. Things are humming in the plant and the shot is rolling out. 
Of course, the Army inspector rejects a lot occasionally but that is to be expected, 
All they have to worry about now is to get enough materials and enough help and 
the contract will be completed well within the delivery schedule. 

Then, on September 20, it happens. A registered letter arrives from the X 
Ordnance District. It is a formal notice terminating the contract. With it come 
some instructions and a copy of the War Department Termination Accounting 
Manual for Fixed Price Supply Contracts.?_ Now the president recalls that can- 
cellation article in the contract. Out it comes, this time for a close and careful 
reading. It still represents a fair basis of settlement, but the question is: What 
must the ABC Corp. do in order to get that fair settlement, and quickly, so that 
it will have sufficient working capital to turn to other work promptly? What 
about the shot they have in process, the raw materials on hand and on order, the 
special machine their engineer had devised which had cost them $11,000 and of 
which they had been so proud because it cut down the time for one operation 
from fifty minutes to seventeen minutes but could be used only for the manufacture 
of 37 mm. shot? What about their subcontractors and suppliers? These and a 
variety of other problems immediately suggest themselves, as the executives of the 
ABC Corp. adjust themselves to the necessity of working out with the X Ordnance 
District a settlement on account of the termination of their contract. 

Hypothetical? Only in the details. Unusual? By no means. Already more 
than 14,000 War Department contracts have been terminated for the convenience 
of the Government. Of these more than 10,200 have already been settled, at a 
total cost of more than $51,000,000. As of August 31, 1943 there were in excess 
of 110,000 War Department contracts outstanding, with a total contract price of 
over $75,000,000,000, of which approximately $52,000,000,000 represented undelivered 
items. The changing nature of the strategical and tactical aspects of the war, 
the development of new weapons, the reallocation of scarce raw materials and the 
development of substitute materials all emphasize the fact that many of these 
contracts will be terminated, in whole or in part, long before cessation of hostilities. 
The formulation of principles and procedures applicable to the termination of con- 
tracts for the Government’s convenience is therefore a very real and immediate 
problem. The issuance by the War Department, in August 1943, of Procurement 
Regulation No. 15,° entitled “Termination of Contracts for the Convenience of the 
Government,” and of Technical Manual 14-320, entitled “War Department Termina- 


5PR 15-912. This notice is discussed in detail infra 468. 

PR 15-936. 

™War Department Technical Manual 14-320, dated July 7, 1943 (hereafter cited as TAM), C.C.H. 
War Law Serv. §6s5or. 

® PR 15, as well as all other PR, and TAM apply to all technical services of the War Department 
and to the Army Air Forces. These technical services include the Ordnance Department, Signal Corps, 
Corps of Engineers, Quartermaster Corps, Medical Department, Transportation Corps and Chemical 
Warfare Service. OPI are supplementary instructions issued by the Chief of Ordnance which apply 
only to the Ordnance Department. Some of the other services have similar supplementary instructions. 
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tion Accounting Manual for Fixed Price Supply Contracts” constitute that agency’s 
recognition and solution of this problem. It is the purpose of this article to examine 
that solution,® by means of a critical analysis and discussion. 

While that analysis and discussion will be restricted to War Department policies 
and procedures this is largely due to the fact that the War Department is the only 
war procurement agency which has thus far made any detailed formulation of 
termination policies and procedures. Nevertheless, it is believed that a review of 
these War Department termination regulations will indicate the essential elements 
of any desirable termination article and the standards under which it should be 
administered. In addition, it is believed that such an examination of the War 
Department’s termination policies and procedures is especially timely in view of 
the recent widespread attention which has been given to the whole war contract 
termination problem in the press and before Congress,’® and will provide some 
basis for the evaluation of the numerous proposals which have been made in various 
quarters concerning the question of termination. It is also hoped that such an 
examination will shed some light on the background and purpose of, and will 
aid in evaluating, the work of the Joint Contract Termination Board recently estab- 
lished in the Office of War Mobilization under the general supervision of Mr. 
Bernard Baruch. The members of this Board include the Under Secretary of 
War, the Under Secretary of the Navy, and representatives of the Treasury Depart- 
ment, the Maritime Commission, the Reconstruction Finance Corporation and the 
Foreign Economic Administration. Mr. John Hancock, Mr. Baruch’s associate 
in this work, is Chairman of the Board. Among the first problems taken up by 
the Board have been the formulation of a uniform lump sum supply contract 
termination article to be used by all war procurement agencies and a uniform 
set of principles for the determination of costs in the event of termination. On 
January 8, 1944 the Office of War Mobilization promulgated both of these and made 
them mandatory for use “to the fullest extent practicable in all new war contracts.”"* 
The substantial similarity between the Office of War Mobilization’s termination 
article and principles of cost determination and the War Department’s termination 
article and principles of cost determination, upon which the War Department's 
termination policies and procedures are based, gives added emphasis to the impor- 
tance of a study of those policies and procedures. Other problems being considered 
by the Board are a uniform clause for all subcontracts and regulations applying to 
its use; a determination of a policy providing for prompt partial payments and 
loans to contractors and subcontractors during the settlement period and the recom- 


® This article will restrict itself primarily to a discussion of the policies and procedures set forth 
in PR 15. The contents of TAM will be discussed only insofar as they are included in PR 15. For 
a detailed presentation of the accounting problems involved in contract terminations see Peacock, 
Accounting Problems in Termination, in Part II of this symposium, shortly to be published. 

*° For an analysis of the testimony before the Military Affairs Committees of the Senate and of the 
House of Representatives see infra 500 ff. 

1The text of the article (hereafter referred to as “the new standard form”) is set forth in 
Appendix A, infra 508. The text of the Statement of Principles of Cost Determination (hereafter some- 
times referred to as “the Principles”) is set forth in Appendix B, infra 511. 
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mendation of necessary legislation; a determination of policy with respect to the 
disposition of property upon termination; and a determination of policy as to the 
procedures, if any, to be followed by the war procurement agencies in reviewing 
settlements negotiated by contracting officers. 

This examination will be made in the light of the ends which should be served 
by any termination provision and the policies and procedures thereunder, which 
ends may be summarized as follows: 

1. Certainty to both parties should be provided, in the sense that they should know 
in advance what their rights and duties will be in the event of termination of the 
contract. Obviously this is the purpose of, and is a sufficient reason for the use of, any 
termination article and procedures. 

2. Provision should be made for payment of the amount due the contractor for 
items completed, but not paid for prior to termination. 

3. An expeditious and equitable method should be provided for the final determina- 
tion of the amount to be paid to the contractor for the work done by him in connection 
with the portion of the contract which has been terminated. 

4. A practicable method for the expeditious disposition of work in process and ma- 
terials which the contractor has on hand at the time of termination should be provided. 

5. There should be a basis for a speedy, equitable and final settlement of amounts 
due to subcontractors and suppliers by reason of the termination. 

6. An expeditious method should be provided for making partial payments to the 
contractor and his subcontractors and suppliers on account of amounts due them by 
reason of the termination, so that their working capital positions will not be impaired 
pending final determination of the total amount due them by reason of the termination. 


Lump Sum Suppty Contracts 


Development and Digest of Contractual Termination Provisions 

In a defense program such as the one undertaken by the United States in the 
summer of 1940 it was natural that little, if any, attention would be paid to the 
desirability or necessity for providing in contracts for the problems which would 
arise should the Government at any time desire to terminate any such contract. 
The emphasis, quite properly, was on procurement and production, rather than on 
termination. A termination article was available for use, but few contracts con- 
tained it. 

It was not until the summer of 1941, when the War Department undertook a 
complete revision of the form of lump sum supply contract theretofore in use by 
its contracting officers'* in the light of the procurement experience acquired by 
it up to that time, that any real consideration was given to the problem of termina- 
tion. At that time it was determined that every lump sum supply contract there- 
after entered into by the War Department would contain an article providing for 
termination of the contract for the convenience of the Government. A study was 
made of the article then provided and it was found to be unsatisfactory for a 
number of reasons. It made no provision for the discontinuance of work, the can- 
cellation of orders, the termination of subcontracts, nor for the contractor’s securing 


14 War Department Supply Contract Form No. 1, supra note 3 was the result of this revision. 

















Po.iciEs AND PRoceDURES FOR THE TERMINATION OF War ConTRACTS 453 


to the Government any benefits or rights under subcontracts referable to the prime 
contract. The only duty imposed on the contractor was to deliver to the Govern- 
ment the supplies, partially completed supplies, work in process and other articles 
which the contractor had on hand for the performance of the contract. There- 
fore, a new termination article was prepared and incorporated as a mandatory 
provision in War Department Supply Contract Form No. 1 which, by direction 
of the Under Secretary of War, was required to be used for all*® lump sum supply 
contracts entered into by the War Department after September 16, 1941. This 
contract provision has since been modified from time to time, the principal modi- 
fications occurring in October 1942, when a new paragraph was added, pro- 
viding for the so-called “negotiated settlement.”?® This article 2° is the basis upon 
which the policies and procedures contained in PR 15 and TAM are founded. 
Until the adoption of the new standard form it was required to be inserted in 
every lump sum supply contract “except contracts to be completed in six months 
or less for an amount less than $500,000, and contracts for an amount less than 
$50,000 regardless of the date of completion.”** Since February 20, 1944 the new 
standard form has been required to be inserted under the same conditions.?” 


Paragraph (a) of the old article contains the Government's authority to terminate 
the contract “at any time” by a notice in writing to the contractor. Upon receipt 
of that notice* the contractor, unless otherwise directed by the contracting officer, 
is required to discontinue all work and the placing of all orders in connection with 
the performance of the contract, and to cancel all existing orders and subcontracts. 
He must also deliver all completed and partially completed supplies, work in process 
and materials as directed by the contracting officer, except that with the latter’s 
approval or on his direction the contractor must make reasonable efforts?* to sell 
or retain any or all of such items at a mutually. agreeable price.*5 


Under paragraph (b) the contractor is paid the contract price for all completed 
items not previously paid for. He is also allowed the contract price for any of 
such items disposed of by him pursuant to the contracting officer’s direction. With 


*8 This requirement was subsequently modified so as not to apply to contracts to be completed 
in six months or less for less than $500,000 and to contracts for less than $50,000 regardless of the date 
of completion. 

*® Other modifications included (1) permission for the sale or retention of contractor-owned property 
which the Government might require to be transferred to it; (2) a negotiated settlement of the amount 
due for post-termination expenses; (3) a provision for partial payments on account of amounts due 
under the article; and (4) a provision requiring termination under the terms of the article at the 
end of hostilities, unless the contractor was in wilful default. 

°° Supra note 4. 

**PR 324. As a practical matter this includes virtually every War Department contract except 
some development contracts and spot purchases of standard stock items. . 

71d. 

*° Supra note 5. 

** While paragraph (a) of the article appears to require the contractor to sell at the contracting 
officer’s discretion, this provision has been administratively determined to require only reasonable efforts 
to sell. 

*° See infra 471. For separate treatment of the property problems on termination see Mack, 
Disposition of Federally Owned Surpluses, in Part II of this symposium, shortly to be published. 
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respect to the uncompleted portion of the contract,?* paragraph (c) provides for 
the negotiation between the contractor and the contracting officer of reasonable com- 
pensation therefor, including an allowance for profit.27 If such negotiation fails 
paragraph (d) sets out a formula by which the contractor’s cost and profit allowance 
with respect to the uncompleted portion of the contract is to be computed.?® 


Under paragraph (e), on the basis of an agreement between the contractor and 
the contracting officer as to the amount thereof, the contractor is paid for the 
expenses incurred by him after the date of termination and with the approval of the 
contracting officer for the protection of Government property and in connection 
with the settlement of the contract. If no agreement is reached the contractor is 
reimbursed for his costs with respect to such post-termination expenses. 


Paragraph (f) states that the Government may assert offsets on account of any 
unpaid labor or material claims or any defects in material or workmanship in com- 
pleted or partially completed supplies delivered by the contractor. Paragraph (g) 
limits the total payments under the article to an amount which, when added to the 
amounts previously paid under the contract, does not exceed the total contract 
price.2® Paragraph (h) provides a minimum payment of $100 under the article.®* 
Partial payments to the prime contractor, for himself and his subcontractors and 
suppliers, are authorized under paragraph (i).21 By the terms of paragraph (j) 
all disputes arising out of the termination are to be disposed of in accordance 
with the standard disputes article.8* Paragraph (k) sets out the releases and the 
continued obligations and rights of the parties. Under paragraph (1) the Govern- 
ment’s right to terminate, except for default, is restricted to its right under the 
article. If the contract is terminated as part of a general termination of war con- 
tracts at the cessation of hostilities, even if the contractor is then in default, the 
contract may be terminated only under this article, unless the default was wilful 
and caused substantial damage to the Government. 

In addition to this old standard form there has been in effect since January 8, 
1944, the new standard form**® which is required to be inserted in new lump sum 

2° PR 15-150.10 defines this as “that portion . . . which does not relate either (a) to completed 
supplies called for by the contract or (b) to any .. . portion of the contract” which, by the terms 
of the notice of termination, the contractor must continue to perform. 

27 See infra 459 ff. and 480 ff. for a detailed treatment of the negotiated settlement. 

28 See infra 490 ff. for a detailed treatment of the formula settlement. 

*° This is clearly a reasonable limitation; it would be extremely difficult to justify paying more under 
a contract which has been terminated prior to completion than under a contract which has been com- 
pleted. See DELAFIELD, Nores ON JURISDICTION OF THE SECRETARY OF War TO SETTLE Contracts, Etc. 
(Washington: Government Printing Office, 1920) 7 for a discussion of the similar World War I 
position on this problem. 

*°This provision appears to have been included out of an excess of caution to avoid any attack 
of the standard form on the ground of lack of mutuality of consideration or obligation. See infra. 
Actually, contractors are waiving their rights under this provision and agreeing to accept only the 
amount actually due them, and in many cases are settling without cost. It has been omitted from 
the new standard form. 

*1 See infra 477 ff. See Cleveland, Financing of Terminations, in Part II of this symposium, shortly to 


be published, for a detailed treatment of the termination financing problem. 
®2PR 326. 88 Appendix A, infra 508. 
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supply contracts entered into by all the war procurement agencies, pursuant to a 
Directive Order of the Office of War Mobilization,?4 and which may be substituted 
for the old form in existing contracts. The promulgation of this provision marked 
a successful conclusion for the efforts of the various war procurement agencies and 
the War Production Board which, for well over a year, had sought to agree upon a 
uniform termination provision. This agreement was finally achieved by the Joint 
Contract Termination Board in December, 1943 and was followed by the issuance 
of the above Directive Order, based on recommendations made to Mr. Byrnes, 
Director of War Mobilization, by Mr. Baruch and Mr. Hancock. In the course 
of their recommendations they said: 

“Manufacturers will benefit from having this Termination Article in their contracts. 
It will assure uniform handling of their claims by all the agencies with which they have 
contracts, eliminating possible conflict and confusion over varying contract provisions; 
it will make for swifter and more equitable settlement, give manufacturers a clear defini- 
tion of their rights; reduce litigation. 

“The desirability of having a standard Termination Article for all agencies has been 
generally recognized. It has been advocated by business groups; independent organiza- 
tions; the procurement agencies themselves as well as several important committees of 
Congress including those headed by Senators George and Murray.” 


This new standard form contains few substantial deviations from or additions 
to the old standard form or the principles in accordance with which it is admin- 
istered. Paragraph (a), as in the case of the old form, authorizes partial or com- 
plete termination at any time in the interest of the Government, upon service of a 
notice of termination. If the contract is terminated as part of a general termination 
of contracts made by the particular agency for the same or related products, or of 
war contracts generally at the cessation of hostilities or a major portion thereof, 
termination may be only in accordance- with the article unless the contractor is 
then in gross or wilful default. These limitations are an improvement over para- 
graph (1) of the old standard form, which was restricted to a general termination 
of all war contracts at the cessation of hostilities, and also required a finding that 
the contractor’s default resulted in substantial damage to the Government, if the 
default provisions of the contract were to be invoked at that time. The new form 
is broader, and properly provides for the contingency of a discontinuance of pro- 
duction of a particular product or related group of products, as well as for the 
very real possibility of the end of the European phase of hostilities before the 
Asiatic phase. It seems clear that in both these situations a contractor who has not 
wilfully defaulted should be assured of the protection afforded under a termination- 
for-convenience article. 

Paragraph (b) of the new standard form places on the contractor who has 
received a notice of termination all of the duties set forth in paragraph (a) of the 
old form, plus a duty to settle claims arising out of the termination of subcontracts, 
with the approval or ratification of the contracting officer to the extent that he may 


**9 Feo, Rec. 478 (January 12, 1944). 
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require,*> and a duty to use his best efforts*® to sell property on hand as a result 
of the termination. In making such sales the contractor cannot be required to 
extend credit to any purchaser.3* 

Paragraph (c) authorizes the negotiation of the settlement on termination. It 
contains an innovation in that the settlement may be negotiated with respect to 
the whole or any part of the amounts due by reason of the termination, thereby 
making possible a hybrid negotiated settlement and formula settlement, and appar- 
ently includes authority to negotiate a price other than the contract price for com- 
pleted articles delivered after the effective date of the termination notice,®* since 
such articles would be included in the terminated work, not having been delivered 
prior to termination. The negotiations, apparently, are intended to include pay- 
ment to the contractor for expenses incurred by him for the protection of Govern- 
ment property and in connection with the settlement, since the new article has no 
provision similar to paragraph (e) of the old article, which expressly authorizes 
the negotiation of these amounts. Also, under the new article the amount agreed 
upon in the negotiation is not limited to the total contract price less amounts pre- 
viously paid under the contract, as provided in paragraph (g) of the old article. 
While this provision affords the Government little real protection its omission and 
the omission of other restrictions on the negotiations indicate an apparently definite 
and deliberate effort to make a contracting officer as free in negotiating a settle. 
ment as he is in negotiating a contract price originally. Paragraph (c) also ex- 
pressly states that the amount agreed upon under its terms is in no way limited or 
affected by the provisions of paragraph (d), setting forth the formula basis of settle- 
ment. While this confirms the contracting officers’ wide latitude of discretion in 
negotiating settlements, it may be questioned how far as a practical matter they 
will be willing to depart from an approximation of the formula result as a guide 
in their negotiations,®® since payment of an amount which approximates what 
would have been paid under the formula is readily justifiable, while payment of an 
amount out of line with any estimate of the formula result could be expected to be 
subjected to considerable scrutiny. 

Perhaps the most important change is that contained in the terms of the formula 
to be applied in the event negotiations fail. This formula provides for payment 
of the contract price for articles which have been completed, delivered and accepted 
but which have not previously been paid for.*° With respect to all terminated 


°5 Cf, infra 474 ff. °° Cf. supra note 24. ®7'To the same effect see PR 15-364. 

88 The new standard form contains no counterpart to paragraph (b) of the old standard form, which 
provided for payment of the contract price for completed articles delivered after the termination notice 
takes effect. ®° See infra 481. 

“° Completed acceptable articles which have not been delivered apparently are to be included under 
paragraph (d)(2), dealing with payment for terminated work, the theory being that delivery is part 
of the work which has been terminated. However, since the majority of contracts are f.o.b. contrac- 
tor’s plant it would appear that contracting officers would be well advised to avail themselves of the 
authority they have under paragraph (b)(6)(i) to require transfer of title and delivery to the Govern- 
ment of completed acceptable work, and pay the contract price therefor, thereby eliminating such 
items from the category of work in process under paragraph (d)(2) and simplifying the computation 
under that paragraph. 
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work the contractor is to receive his costs, plus the cost of work, delivered by his 


) subcontractors prior to termination, and the amounts paid to his subcontractors 


settlements be submitted to him for approval. 


at the time the contract is amended to include the new standard form, the 


the contract. Undoubtedly a contractor’s estimate as to the result which 


contractor against the Government would probably not be included in any 


the contractor has refused to accept that amount. Furthermore, paragraph 


for any reason the percentages are to be arrived at by the same methods “‘as those now 
price analysis,” i.e., original negotiations. 
*8See Statement of Principles, Appendix B, ‘afra 511, par. 1(k). 








in settlement of their claims with respect to their terminated work.*! Pursuant 
to paragraph (b)(5) the contracting officer may require that some or all of such 


In addition to these costs the contractor is paid a profit on terminated work, 
based on rates previously negotiated. At the time the contract is negotiated, or 


parties 


negotiate a rate not to exceed 2% on the cost of articles or materials on which the 
contractor will have done no work at termination, and a rate “which is fair and 
reasonable under the circumstances” on all other costs incurred by the contractor, 
excluding settlements with subcontractors.*? The total profit, however, is limited 
to 6% of the total of these two types of costs, exclusive of interest on loans made 
by the contractor in furtherance of the work. This method of profit determination 
is in marked contrast to the method under paragraph (d) under the old standard 
form which, far from being a true formula, is based on the contracting officer’s 
estimate of the profit which the contractor would have earned had he completed 


would 


be reached under either of these two provisions will have much to do with his 
decision as to whether to insert the new form in a particular existing contract. 
Under the formula the contractor also is paid the reasonable cost of preserving 
and protecting Government property after termination and the expenses incidental 
to determining the amount due him as a result of the termination. Undoubtedly 
this would include his accounting, legal, clerical and other expenses in connection 
with his settlements of his subcontracts and the preparation and presentation of his 
settlement proposal and supporting data.** Expenses of litigation with subcon- 
tractors would probably not be included unless such litigation had been approved 
or ratified by the contracting officer since his would be the ultimate decision as to 
whether a subcontractor was entitled to the amount claimed by him, inasmuch 
as ultimately the Government would be paying it. Expenses of litigation by the 


event; 


clearly these cannot arise either in connection with a negotiated or a formula settle- 
ment, but only after the amount due has been computed under the formula and 


1 (k) 


of the Principles of Cost Determination, which by paragraph (h) of the new 
standard form is incorporated by reference for the purposes of the formula, ex- 


“The preceding note would appear to apply equally well as between a prime contractor and a 
subcontractor who has on hand at termination some completed and acceptable, but undelivered, work. 
“2 PR 324 recommends the general use of 2% and 8% as arbitrary figures “in the interest of ex- 
pediting the execution of contracts.” However, where it is not desired to use these arbitrary figures 


used in 
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pressly limits the contractor’s settlement expenses to those necessary for the prepara- 
tion and presentation of his settlement proposal and supporting cost evidence. 

The formula provision also contains a limitation as to the total amount which 
may be paid. (As indicated above the new article contains no limitation on the 
total amount which may be paid in the case of a negotiated settlement.) This 
limitation is the same as the one set forth in paragraph (g) of the old standard 
form as applicable to either a negotiated or a formula settlement, i.e., the total 
contract price less payments previously made and less the contract price for work 
not terminated, except that post-termination expenses are not to be included in 
applying the limitation in the new article, whereas they are included under the 
old article. Paragraph (d) also places on the contractor the risk of loss, destruc- 
tion, damage or theft of property prior to transfer of title thereto to the Govern- 
ment or a buyer, or prior to the sixtieth day after delivery to the Government of an 
inventory covering such property, whichever occurs sooner. A similar limitation 
appears in the formula provision of the old standard form except as to the sixty 
day limit of contractor liability. This innovation is in keeping with the present 
indications that the Joint Board intends to authorize contractors to require the 
Government to remove property which has not been disposed of within sixty days 
after presentation of an inventory listing such property.** 

Paragraph (e) of the new standard form is similar to paragraph (f) of the old 
form. It provides for deductions from the negotiated or formula amount to be 
paid the contractor on account of unliquidated advance or partial payments, claims 
of the Government against the contractor and disposal or retention credits for 
property. It also furnishes a measure of protection to subcontractors in that it 
authorizes the contracting officer, in his discretion, to withhold the amount of the 
claim of any subcontractor whose subcontract has been terminated, except with 
respect to that portion of the claim representing articles delivered to the prime 
contractor or services performed in connection with the production of completed 
articles under the prime contract. This represents an improvement over the old 
paragraph (f) which authorizes deductions on account of “any unsettled claim for 
labor or material.” Since the contracting officer does not ordinarily have any infor- 
mation as to whether claims of subcontractors have actually been paid, presumably 
a subcontractor desiring to be protected by a deduction in his behalf would have to 
notify the contracting officer that his claim had not been paid. It is not believed 
that the provision requires the contracting officer to take any affirmative action to 
determine whether any claims of subcontractors are unpaid at the time he makes 
payment to the prime contractor. 

Paragraph (f) of the new article makes express a right which has always been 
thought to exist, that of making an “appropriate, fair and reasonable adjustment” 
in the contract price of articles to be delivered under the part of a contract which 
is not terminated. Paragraph (g), like the old paragraph (i), authorizes partial 


** See infra note 119. 
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payments whenever the contracting officer believes the total of such payments is 
within the amount the contractor will ultimately receive. Paragraph (h) incor- 
porates by reference, but only for the formula settlement, the Principles of Cost 
Determination which were promulgated together with the new article4® How- 
ever, these same principles will be applied by contracting officers as guides in 
arriving at negotiated settlements, since these principles are now incorporated in 
PR 15 as such guides.*®* Except under unusual circumstances it would appear 
to be extremely difficult to justify any other course of action, since the negotiations 
will undoubtedly be carried on with an eye to the result which would be reached 
if the formula were to be applied. 


While the new standard form will appear in virtually all new contracts entered 
into since its adoption the old standard form will continue to play a significant part 
in terminations, if only for the reason that it now appears in thousands of con- 
tracts and many contractors may be expected not to avail themselves of the right 
to substitute-the new form, for a variety of reasons, not the least of which will 
be sheer inertia.*® 


The Negotiated Settlement 


The greatest innovation in both the old and the new standard forms, and the 
respect in which they differ most from all of their predecessors, is the inclusion 
in them of a provision for a final settlement by negotiation between the contractor 
and the contracting officer** of the amount, including profit, which the contractor 
is to receive because of the termination.*® 


The inclusion of this provision for a final negotiated settlement represents the 
utilization of long-existing authority both in private and Government contract law, 
in order to achieve the ends of equitable, speedy and final disposition of termination 
settlements. The method of negotiation and agreement is the normal method 
adopted by businessmen in compromising their obligations. It is based on the 
common law rule that the parties to a contract may negotiate between themselves 
and agree on the amount to be paid in settlement of their unliquidated obligations. 


"© See infra 483 ff. 488 PR 15-480 ff. 

“PR 324(4) states that inasmuch as it is in the mutual interest of the contractor and the 
Government that terminations be effected under a uniform article, contracting officers should pursue 
“a vigorous policy” to insert the new article in existing contracts, especially those for large amounts 
and those calling for deliveries over a long period of time. 

“7 Actually, of course, the contracting officer functions through a large organization rather than as 
an individual. 

“SThe new form provides that the “contractor and the contracting officer may agree upon the 
whole or any part of the amount or amounts to be paid to the contractor by reason of the total or 
partial termination of work pursuant to this article, which amount or amounts may include a reasonable 
allowance for profit, and the Government shall pay the agreed amount or amounts.” 

The old form provides that “the Government shall pay to the contractor such sum as the con- 
tracting officer and the contractor may agree by supplemental agreement is reasonably necessary to com- 
pensate the contractor for his costs, expenditures, liabilities, commitments and work in respect to the 
uncompleted portion of the contract so far as terminated by the [termination] notice . . . 
The contracting officer shall include in such sum such allowance for anticipated profit with respect 
to such uncompleted portion of the contract as is reasonable under all the circumstances.” 
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In ordinary commercial transactions the courts favor such settlements, under which 
all the unliquidated obligations of the parties are merged in the final agreement, 
which is legally enforceable as a so-called accord and satisfaction.*® 

With respect to Government contracts, the final determination by negotiation 
between a Government contracting officer and a contractor of the amount due 
the contractor because of the termination of his contract has had the express approval 
of the Supreme Court of the United States since 1876. In that year the Court, 
in the case of United States v. Corliss Steam-Engine Co.,°° ruled that the Secre- 
tary of the Navy could properly agree with a Navy contractor as to the amount 
to be paid that contractor in settlement of the Government’s obligation with respect 
to the uncompleted portion of a contract terminated in the interest of the Govern- 
ment and that, in the absence of “fraud, concealment or misrepresentation” in the 
negotiation of that agreement, the contractor was entitled to recover the amount 
agreed upon. As an indication of the necessity of such conclusion the Court said: 


“If such a settlement, . . . accompanied by the giving up by one, and the taking 
possession by the other of the property involved, cannot be judicially maintained, it 
would seem that no settlement by any contractor with the Government could be con- 
sidered a finality against the Government.”51 


The Court supported its decision on two other grounds, both of which are so 
completely @ propos the difficulties confronting the war procurement agencies today 
that it might be well to set them out in detail: 


“The duty of the Secretary of the Navy . . . extends . . . to ‘the procurement of naval 
stores and materials and the construction, armament, equipment and employment of 
vessels of war, as well as all other matters connected with the naval establishment of 
the United States.’ . . . [The] discharge of the duty devolving upon the Secretary 
necessarily requires him to enter into numerous contracts for the public service; and the 
power to suspend work contracted for, whether in the construction, armament or equip- 
ment of vessels of war, when from any cause the public interest requires such suspension, 
must necessarily rest with him. As, in making the original contracts, he must agree 
upon the compensation to be made for their entire performance, it would seem that when 
those contracts are suspended by him, he must be equally authorized to agree upon the 
compensation for their partial performance. Contracts for the armament and equipment 
of vessels of war may, and generally do, require numerous modifications in the progress 
of the work, where that work requires years for its completion. With the improvements 
constantly made in shipbuilding and steam machinery and in arms, some parts originally 
contracted for may have to be abandoned, and other parts substituted; and it would be 
of serious detriment to the public service if the power of the head of the Navy Depart- 
ment did not extend to providing for all such possible contingencies by modification or 
suspension of the contracts, and settlement with the contractors. . . . 

“But aside from this general authority of the Secretary of the Navy, under the orders 
of the President, he was, during the [war], specially authorized and required by Acts 

“° In re Illinois Refrigerator Co. 73 F. (2d) 881 (1934); Jaffray v. Davis 124 N. Y. 164, 26 N. E. 
351 (1891). See 6 Wirtiston, Contracts (2d ed. 1936) 5204, n. 4. 

5° or U. S. 321 (1876). See also Pittsburgh Plate Glass Co. v. United States 64 Ct. Cl. 256 
(1927); 14 Comp. Dec. 589 (1908); 18 Comp. Gen. 826 (1939); 22 Op. Arry. GEN. 437 (1899). 

5 United States v. Corliss Steam-Engine Co., supra note 50, at 322. 
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of Congress, either in direct terms or by specific appropriations for that purpose, to 
construct, arm, equip and employ such vessels of war as might be needed for the efficient 
prosecution of the war. In the discharge of this duty, he made the original contracts with 
the claimant. The completion of the machinery contracted for having become unneces- 
sary, from the termination of the war, the Secretary, in the exercise of his judgment, 
under the advice of a Board of naval officers, suspended the work. Under these circum- 
stances, we are of opinion that he was authorized to agree with the claimant upon the 
compensation for the partial performance, and that the settlement thus made is binding 
upon the Government.”5? 


The Budget and Accounting Act of 1921,°° which established the position of 
the Comptroller General and the General Accounting Office and which is the 
basis for that officer’s authority to review Government contracts, has had no effect 
on the exercise by an administrative department of the power to negotiate settle- 
ments in connection with the termination of contracts placed by such department. 
Any authority which the Comptroller General might assert to pass upon such 
settlements would be based on the provision of the Act which states that: 


“All claims and demands whatever by the Government of the United States or 
against it . . . shall be settled and adjusted in the General Accounting Office.” 


However, in speaking of this provision the Supreme Court in the case of Globe 
Indemnity Co. v. United States** said: 


“But none of these duties imposed on the Comptroller General were new. . . . 
The chief change effected by the Budget and Accounting Act was that it transferred 
powers lodged with officers of the Treasury Department to the Comptroller General and 
made his office independent of the executive branch of the Government. But the function 
which he exercises in auditing and settling claims against the Government is precisely 
that which was previously exercised by the Accounting Office in the Treasury Depart- 
ment.”55 


Consequently tue Corliss case may still be regarded as a statement of the law 
presently applicable to the negotiation of termination settlements on Government 
contracts. 

In addition to the Corliss case, additional support for the use of the negotiated 
settlement was provided by an opinion of the Attorney General®* to the effect 
that the First War Powers Act®? and Executive Order No. goor®® authorized the 
War Department to settle claims and obligations against the United States without 
reference to the General Accounting Office where to do so would facilitate the 
prosecution of the war.5® The question was thereafter submitted to the Judge 


821d. at 322, 323 (ital. added). 

58 42 Strat. 20 (1921) 31 U. S. C. 1940 ed. §§1 ff. 

4591 U. S. 476 (1934). 55 Id. at 480. 

5° 40 Op. Atty. Gen. No. 53 (1942). 

5755 SratT. 838; 50 U. S. C. App. §601 (Supp. 1941). 

586 Fep. Rec. 6787, C.C.H. War Law Serv. 92401, PrenticE-Hatt, Nat. Def. Serv. 3026. 

5° See Hearings before a Subcommittee of the Senate Committee on Military Affairs on S. 1268, 
S. 1280 and S. ]. Res. 80, 78th Cong., 1st Sess. (1943) (hereafter cited as Senate Hearings) 343, 352, 
for testimony by Attorney General Biddle to the effect that contracting officers have always had this 
power and the First War Powers Act, supra note 57, in no way affected this power. 
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Advocate General of the Army on the theory that the negotiated settlement proce- 
dure would facilitate the prosecution of the war in that it would provide a method 
for expeditiously settling terminated contracts by avoiding the great volume of 
accounting and auditing which would otherwise be necessary to support vouchers 
drawn pursuant to any termination under the formula. In an opinion dated 
September 16, 1942,°° the Judge Advocate General found that where it has been 
administratively determined that such action will facilitate the prosecution of the 
war, contracts may be terminated for the convenience of the Government by enter- 
ing into supplemental agreements authorizing negotiated lump sum settlements 
whether or not the contract being terminated contains any other method of termi- 
nation and settlement. Termination articles in use up to that time had made no 
attempt to set forth a basis for the negotiation of a settlement. Thus the previous 
termination clause provided for the'settlement of the obligations with respect to the 
uncompleted portion of the contract by a formula which was based upon a determi- 
nation of the actual costs of the contractor with respect to such uncompleted portion. 
This would have necessitated a detailed audit in every case to determine such costs 
and the preparation of adequate accounting data and original supporting papers to 
satisfy the requirements of the General Accounting Office with respect to any such 
determination, irrespective of the fact that the department settling the contract 
had made a careful accounting review as a preliminary to the negotiation of the 
settlement. The Comptroller General and the Comptroller of the Treasury, whose 
office preceded the General Accounting Office, also ruled that if a contract sets 
forth a method of settlement on termination this method would have to be followed 
unless it could be demonstrated that any other method sought to be applied would 
operate in the Government’s interest.°* Thus, as a practical matter, every contract 
providing for a termination settlement under the formula would require compliance 
with the formula provision, if only to demonstrate that the negotiated settlement 
proposed as a substitute was in the Government’s interest. 

The full significance of this situation was not appreciated until the summer of 
1942, when the Ordnance Department found itself faced with the War Depart- 
ment’s first large termination, involving a contract of approximately $7,000,000. 
A preliminary survey revealed that this one case would necessitate the full time 
services of fifteen auditors for a period of approximately nine months in order to 
make a virtually 100% audit, the type of determination of the costs with respect 
-to the uncompleted portion of the contract which was then thought necessary to 
satisfy the audit requirements which would be applied to a formula settlement. 
Obviously this was both undesirable and impracticable, since it did not meet the 
end of an expeditious and final determination of the amount due, both for this 
one case and certainly if this requirement were to become a general practice.* 


°° SPJGC 164, September 16, 1942. 

®8 MS B-28750, Oct. 1, 1942; 25 Comp. Dec. 398 (1918). See Ohio Savings Bank & Trust Co. v. 
Willys Corp. 16 F. (2d) 859, 862 (1926). 

**In another case, involving approximately 3,300 claims through the third tier of subcontractors, it 
was estimated that 13,440 man days, the equivalent of fifty men working eleven months, would be 
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It was clear, however, that under the Corliss doctrine that‘ end could be met 
while at the same time the Government’s interests would be fully protected. This 
protection would be the result of the application of businesslike selective audit 
procedures adequate to fit each particular case and varying in scope and detail 
as the cases would vary in complexity. Since the War Department in any event 
would be passing on every termination in the first instance it was believed un- 
necessary for the General Accounting Office to duplicate this audit, especially since 
the law did not appear to require it. On the other hand, every settlement would 
be open to scrutiny by the General Accounting Office at any time and the pay- 
ments thereunder subject to disallowance by that agency in the event it discovered 
fraud or other illegality. Therefore, in reliance on the Corliss case and the afore- 
mentioned opinions of the Attorney General and of the Judge Advocate General 
of the Army the provision for the negotiated settlement was incorporated in the 
standard termination article. 

While this step was being taken the Comptroller General, on October 1, 1942, 
issued a decision®® which focused new attention on the whole problem of termi- 
nation settlements. In that decision he took the position that a termination under 
the formula necessitated a satisfactory demonstration that the costs being allowed 
had actually been incurred by the contractor. The contract involved in this case 
contained the termination article which had been adopted in September 1941 and 
which contained no provision for the negotiation of settlement. Upon the termi- 
nation of the contract, a supplemental agreement had been entered into, setting 
forth the amounts to be paid to the contractor for his material and overhead 
costs with respect to the uncompleted portion of the contract, for the amounts 
paid by him in discharge of the outstanding obligations he had incurred with respect 
to the uncompleted portion of the contract and for his profit on the uncompleted 
portion of the contract. The contracting officer supported his determination of these 
amounts by statements showing how they had been computed and showing the 
names of the suppliers to whom cancellation charges had been paid by the con- 
tractor. In addition the contracting officer certified that an audit had been made 
of the contractor’s expenditures, that fair salvage values had been credited and that 
the profit allowance was based on the percentage of completion of the uncompleted 
portion of the contract. While the Comptroller General conceded that he had 
previously ruled®* that a contracting officer may terminate a contract and agree 
with the contractor upon the compensation to be paid to the contractor for work 
already performed, he held that this did not apply where the contract already 
contained a provision for termination on another basis. Where, as in this case, 
such a provision existed in the contract he ruled that the issues were whether the 
termination provision authorizes payment of the items proposed to be paid, whether 
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required to complete a full, detailed audit of every item involved, as against five men working four 
months to complete an office review and an adequate selective audit to provide the accounting data 
necessary for the negotiation of a settlement. 

®5MS B-28750, Oct. 1, 1942. °T 18 Comp. Gen. 826 (1939). 











464 Law anp ConTEMPORARY PROBLEMS 


the amounts have been determined in accordance with the provisions of the con- 
tract and whether they are supported by such evidence as may be required by 
the contract or as may otherwise be required for the protection of the interests 
of the United States. He took the position that these requirements had not been 
met in this case, since there was no evidence before him of the contractor’s actual 
expenditures,°* in the form of receipts, cancelled checks, or similar original evi- 
dence, or at least in the form of an audit by a Government representative based on 
adequate evidence. Therefore he ruled that payment of the amounts agreed upon 
in the supplemental agreement would be unauthorized and returned the case for 
compliance with his requirements as to evidence. Undoubtedly this complete lack 
of supporting data was the basic reason for this ruling. On the other hand, there 
is no indication in the decision that the Comptroller General would insist on a 
strict dollar-for-dollar audit. There is some likelihood, in fact, that he would 
have regarded the application of reasonable selective audit procedures as sufficient, 
especially since he permits the utilization of such procedures in connection with 
the audit of cost-plus-a-fixed-fee contracts.°® In any event, however, he would un- 
doubtedly have insisted on reviewing the audits and other evidence relied on by 
the contracting officer in making his determination.”° Nevertheless, whatever may 
have been the intention of the Comptroller General in rendering this decision, its 
practical effect has been that more than a year later the case had not yet been com- 
pleted. Also, either because of this decision or purely coincidentally, virtually every 
termination settlement arrived at has been made on a negotiated basis." 

There is little doubt that, given the opportunity, this great preponderance in 
favor of the negotiated settlement will continue’? and will make possible a speedy, 
equitable and final determination of the amount due the contractor on each termina- 
tion, at the same time adequately protecting the interests of the Government.” 
That such a result is highly desirable is evident from a consideration of the follow- 
ing practical advantages of the negotiated settlement: 

1. A detailed audit is extremely time-consuming; on a lump sum contract where, 
unlike a cost-plus-a-fixed-fee contract, the contractor had no_ reason to believe that 
detailed cost records and other documentary evidence would ever be required, it is 
extremely difficult to piece together the volume of data required for a precise audit. 

°° The termination article provided for the payment of “all actual expenditures” of the contractor. 

°° War Department Manual for the Administrative Audit of Cost-Plus-a-Fixed-Fee Supply Contracts, 
May 27, 1942, Part III, entitled “Application of Selective Audit Procedures,” indicates that in auditing 


cost-plus-a-fixed-fee contracts reliance is to be placed on the contractor’s own system of internal con- 
trols where adequate, and directs the utilization of selective audit procedures by Government auditing 
personnel wherever possible. 

7° Senate Hearings 221. 

™ Hearings before the Committee on Military Affairs of the House of Representatives on H. R. 3022, 
78th Cong., 1st Sess. (1943) (hereafter cited as House Hearings) 45. Colonel R. Ammi Cutter, Chief, 
Legal Branch, Office of the Director of Material testified that “practically no cases have been settled 
by formula, that in most instances it has been possible to reach a negotiated settlement.” 

72 Of more than thirty witnesses representing the Government and industry in the Senate and House 
Hearings only the Comptroller General opposed the negotiated settlement. 

78 House Hearings 151, 152; Senate Hearings 300-307; infra 506. 
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In many cases, particularly among subcontractors, such records are wholly non- 
existent. The negotiated settlement makes possible an adequate, yet not unduly 
prolonged, review of contractors’ and subcontractors’ settlement proposals, the nature 
of the review being adjusted to the needs of the particular situation. 

2. No termination of any complexity is ever settled in one step. A final settle- 
ment agreement is actually the sum total of numerous decisions made during the 
entire period of negotiation, and involving such diverse problems as, for example, 
the disposition of property, the approval of settlements with individual subcon- 
tractors as they are made, the making of partial payments and the evaluation of raw 
and semi-processed inventories. These interim decisions require the exercise of 
practical, on-the-scene, business judgments which can best be made by those who 
were responsible for the original procurement and who are familiar with the indi- 
vidual items and claims involved in the settlement. The negotiated settlement 
makes this possible. 

3. In making these necessary step-by-step decisions many problems inevitably 
arise which are not susceptible of exact demonstration and as to which reasonable 
businessmen and even skilled accountants may honestly differ. Nevertheless these 
honest differences are of the sort which can be and are compromised on a reason- 
able basis in ordinary commercial relationships. The negotiated settlement makes 
such reasonable compromises available in dealing with the Government. 


The Right to Terminate 


Under the common law the reservation by one party to a contract of the right 
to terminate the contract does not render it invalid for lack of mutuality of consider- 
ation or obligation where the exercise of that right of termination is accompanied 
by some detriment to the party terminating.”* Some restriction on the exercise 
of the right of termination, as, for example, the requirement that a written notice 
of termination be served, is held to be a sufficient legal detriment to the party 
terminating to satisfy the requirement of consideration.’® 

Both the old and the new standard forms of termination articles readily qualify, 
under both of these tests, as a reservation of the right of termination which does 
not render the contract voidable. Paragraph (a) makes service of a written 
notice necessary for the exercise of the right. The provisions of paragraphs (b), 
(c), (d) and (e), requiring the Government, on termination, to pay the contrac- 
tor for completed items, costs and a reasonable profit with respect to the uncom- 
pleted portion of the contract, and the contractor’s post-termination expenses clearly 

™ Petroleum Refractionating Corp. v. Kendrick Oil Co. 65 F. (2d) 997 (1933); Gurfein v. 
Werbelovsky 97 Conn. 703, 118 Atl. 32 (1922); Harlow v. Oregonian Publishing Co. 45 Ore. 520, 
78 Pac. 737 (1904). See 1 Wituistron, Contracts (2d ed. 1936) 353; Note (1932) 17 Corn. L. Q. 
479, 481; Corbin, Effects of Options on Consideration (1925) 34 Yare L. J. 571, 583. 

™® Ford Motor Co. v. Alexander Motor Co. 223 Ky. 16, 2 S. W. (2d) 1031 (1928); Gurfein v. 
Werbelovsky supra, note 74; Philadelphia Storage Battery Co. v. Mutual Tire Stores 161 S. C. 487, 


159 S. E. 825 (1931), See 1 Wiuisron, Contracts (2d ed. 1936) 365; 4 id. 2856; Note (1932) 17 
Corn. L. Q. 479, 481. A 
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constitute a detriment to the Government which it assumes when it exercises its 
right of termination.’® 

However, given a valid cancellation article from the point of view of consider- 
ation, the terms of that article clearly become the subject matter for negotiation 
between the parties to the contract. There can be no objection, therefore, to a termi- 
nation article which limits the payment by the party terminating to something 
less than the common law measure of damages—the loss of full anticipated profit— 
since that limitation is one of the terms of the contract for which the parties will 
be regarded as having bargained. 

The War Department, in considering the question of its right to terminate, has 
apparently proceeded in accordance with the foregoing analysis. Thus, PR 15- 
104 states that the authority to terminate contracts for the convenience of the Gov- 
ernment is reserved in contracts on the basis of the War Department’s general 
authority to make and amend contracts by negotiation;?? in other words, the 
inclusion of a termination article, either originally or by amendment, is part of 
the consideration bargained for in the negotiation of the contract or the amend- 
ment.7® War Department contracting officers are now required to include the 
standard form of termination article in every lump sum supply contract except 
“contracts to be completed in six months or less for an amount less than $500,000 
and contracts for an amount less than $50,000 regardless of the date of completion.” 
If for any reason the standard form of termination article has not been included 
in a contract it may be added by supplemental agreement at any time.8° Con- 
tracting officers are urged to make such amendments at any time “in order to 
facilitate prompt settlement of contracts and to encourage uniformity of proce- 
dure”;®! they are required to attempt to make such amendments in all contracts 
which are about to be terminated and which contain some termination article other 
than the standard form.®? Indeed, such amendments may be made “even after 


the giving of notice of termination”®*? and “at any stage of the settlement pro- 
giving y stag’ p 


cedure.”®4 

™ See supra note 30. 

"™ This authority is contained in 54 Star. 712 (1940), 50 U. S. C. App. §1171 (Supp. 1942), con- 
tinued in effect by 56 Star. 314, 50 U. S. C. App. §773 (Supp. 1942), and in 55 Srar. 838 (1941), 
50 U. S. C. App. §601 (Supp. 1942). 78 House Hearings 37, 137. 

PR 324. ®°PR 15-107.1. 

81 PR 15-107. The War Department's view of the advantages to be derived from the use of the 
standard form is stated in PR 15-107.3 as follows: 

“Its use (a) will reduce expense, expenditure of time, auditing difficulties and administrative incon- 
venience both for the Government and for the contractor, and (b) helps to eliminate the obstacles to 
procurement which arise from the apprehension, frequently expressed by contractors, that there will 
be long delays in the making of settlements in the event of the termination of contractual instruments 
for the convenience of the Government (including any such terminations which may take place as 
the result of the conclusion of hostilities). Use of such standard articles and provisions will also 
assist materially in enabling contractors affected by terminations to undertake other war work or 
other productive enterprise at an early date, in a manner consistent with the public interest.” 

82PR 15-310 (2). 

88 PR 15-107.1. See SPJGC 1943/10937, Oct. 15, 1943. 

84 PR 15-310 (5). See infra 469 for a discussion of “termination” as cutting off a contractor's right 
to proceed with performance, but leaving the contract otherwise executory. 
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“Contracts containing no termination article may be terminated and finally 
settled by supplemental agreement where such termination is to the interest of the 
Government.”8° Even here, however, and apparently to avoid the consequences of 
a breach of contract,®* the contract is to be amended wherever possible to contain 
the standard form of termination article, or to provide some other mutually accept- 
able basis of settlement,®’ either before or after the contractor has been ordered to 
stop work.®® Where no satisfactory agreement can be reached with the contractor, 
he may nevertheless be ordered to discontinue further performance.8® This the 
War Department recognizes as a breach of contract; PR 15-311(4) states that the 
“contractor may thereafter present his claim, if any, for damages arising out of 
this order, to the General Accounting Office or other courts for settlement.” How- 
ever, PR 15-311(4) discourages the use of such orders to stop performance, stating 
that it “is not consistent with War Department policy for the Government to com- 
mit breaches of contract and such action will be taken only in unusual cases and 
where all other reasonable efforts to prevent the incurring of unnecessary expense 
for the Government have been exhausted.” Thus, the War Department’s whole 
approach to the problem of its right to terminate contracts at any time for its 
convenience is entirely consistent with the general law respecting the termination 
or cancellation of contracts. 


The Choice of a Contract to Be Terminated 

Why are contracts terminated? Why is contract A terminated, rather than 
contract BP The ultimate answer to these questions is to be found in the rapidly 
changing nature of modern warfare, which necessitates frequent revisions in the 
supply requirements of the armed forces. The plane, tank or gun which is an 
effective weapon today may be totally obsolete tomorrow. The resulting modifi- 
cations in requirements are normally made by the adjustment of general supply 
programs by the General Staff. The translation of such overall changes into total 
or partial terminations or revisions of specific contracts is the function of the chief 
of the technical service responsible for the procurement of each item involved, 
or of such officials as he may designate for that purpose.®° 

To aid in the making of these decisions as to the contracts to be wholly or 
partially terminated certain factors have been set up by the Office of War Mobiliza- 
tion, the War Production Board and the War Manpower Commission for consider- 
ation in the placement and termination of contracts.®°1 Among these factors are 
the ability of the contractor to produce at the time and in the quantity and quality 
required;®? the relief of labor shortage situations;®* the efficiency of the contractor 

®5PR 15-311 (1). See 18 Comp. Gen. 826 (1939). 

8° House Hearings 36. 87PR 15-311 (3). 

*°PR 15-311 (2); (4). 8°PR 15-311 (4). 

°° PR 15-102; 15-301. Under PR 15-206 any authority of a chief of a technical service concerning 
termination may be redelegated by him, except where otherwise expressly directed. The authority to 
order specific terminations may be so redelegated. 


*2 PR 233. 
PR 223.2. °8 PR 223.3; 223.4; 223.5. 
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in terms of his use of minimum manhours and materials;®* utilization of small 
business;®* conservation of most able contractors for the more difficult contracts;%* 
avoidance of the completion of new facilities;°" conservation of transportation facili- 
ties;°* and the preservation of more than one source of supply.®® The purpose, 
as it should be, appears to be to fit contract terminations into the overall supply 
picture in such a way as to aid production generally, while at the same time making 
necessary specific adjustments. 


The Notice of Termination and Preliminary Termination Procedures 


The decision to terminate a particular contract having been reached, the first 
step in the process of termination ordinarily!®® is the transmission of that decision 
to the contractor by means of the service of a notice of termination. This notice 
is to be served in writing, by hand, by registered mail or by telegram.'°' A copy 
of the notice is to be sent to any assignee, guarantor or surety on the contract, 
since their interests may be vitally affected by the termination.1° The notice’™ 
states the date on which the termination is to take effect, which in no event may 
be earlier than the date of delivery of the notice; the fact that the termination is 
pursuant to the termination article in the contract; the scope of the performance 
to be discontinued; and, in the case of a partial termination, the scope of the per- 
formance to be continued. It directs the contractor to stop all work and the placing 
of any further subcontracts or purchase orders; to terminate existing subcontracts 
and purchase orders,!°* except any specific subcontracts or purchase orders which 
are not to be terminated; to submit, as promptly as possible, a statement of costs 
and a proposal for a negotiated settlement;?°° an inventory; and a statement of 
costs and the proposal for a negotiated settlement from each subcontractor and sup- 
plier.1°* It also contains any special directions for the care of Government prop- 
erty in the contractor’s possession and any directions or limitations which can then 
be given with respect to the sale or retention of contractor-owned property acquired 


PR 223.7. ead. 
96 77. at [BE 
id. rid. 


7° Tn some cases the complexity of a proposed termination may make it desirable to confer with 
the contractor even prior to service of the notice of termination. At such a conference there would 
be discussed the most desirable effective date of termination; work in process to be completed; status 
of completion of prime and subcontracts; financial problems of the contractor; possible creation of 
unemployment or labor problems; and steps to be taken by the contractor on termination. See PR 
15-312. 

102 PR 15-320. PR 15-911 sets forth the form of telegraphic notice. PR 15-912.1 sets forth the 
form of the complete notice. 

702 PR 15-320. None of these can object to the termination, since it is the exercise of a right 
provided for in the contract. However, guaere whether a surety or guarantor might refuse to consent 
to the insertion of the standard form by supplemental agreement, either before or after termination. 
It is difficult to see how such amendment changes the nature of the contractor’s obligation; further- 
more, since the amendment facilitates the termination settlement greatly, sureties and guarantors would 
probably be quite willing to approve. In practice, this has not been a problem. 

208 PR 15-912.1. 

*0*PR 15-912.2 sets forth a form of notice of termination to be sent by prime contractors to 
subcontractors. 

105 See infra 481. 106 See infra 474. 
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or produced in connection with the contract.1°" It cautions the contractor that he 
must review each of the statements from his subcontractors and suppliers and to 
make a recommendation, based on his negotiations with the subcontractor or sup- 
plier involved, as to the amount properly payable thereon.’°* It also states that 
each such settlement is subject to the approval of the contracting officer. 

The term “termination” is defined by PR 15-150.9 as the discontinuance by the 
Government for its convenience of the contractor’s right to proceed with the per- 
formance of the terminated contract, to the extent that it is terminated. On this 
basis, the contract is executory until the final settlement agreement? is entered 
into. This has a distinct advantage over a termination of a contract which cuts 
off all of the rights and duties under the contract as of the date of termination, since 
it keeps alive all of the other provisions of the contract, such as those relating to 
advance payments, patents, disputes, anti-discrimination, etc., to the extent that they 
are applicable to the carrying out of the terms of the termination article and the . 
termination notice. It also enables the contractor and the contracting officer to 
amend the contract, even after notice of termination, to include the standard form 
of termination article!!® or to make other modifications of the contract which may 
become necessary, and to rescind or modify instructions contained in the notice 
of termination from time to time with the consent of the contractor or where the 
contractor has not substantially changed his position in reliance upon previous in- 
structions in a manner for which he cannot be compensated by termination 
charges.23# 

With the notice of termination the contractor also received a set of instructions 
with respect to the termination of the contract’!* and a copy of TAM to assist 
him in the accounting phases of the termination.’** These instructions explain 
the necessity for the termination of contracts generally, state the War Department's 
intention to settle with the contractor in accordance with customary commercial 
practices and the terms of the termination article, and emphasize the necessity for 
prompt action in the preparation of inventories and the statement of costs. The 
instructions describe in detail the contractor’s responsibilities under the termination 
notice and with respect to the claims of subcontractors and suppliers, and add the 
duty of notifying the contracting officer of any pending or subsequent legal proce- 
dures in connection with any subcontracts or purchase orders under the terminated 
contract. They also explain the preparation of inventories and include forms 
therefor.114 The steps to be taken to obtain partial payments on account of amounts 
due to the contractor and his subcontractors and supplies by reason of the termina- 
tion are also included,’?® as are the procedures with respect to post-termination 
expenses. The contractor is cautioned that whenever the termination article 


07 See infra 471. 108 See infra 474. 
20° PR 15-931 ff. 129 See supra 466. 
111 PR 15-320; 15-912.1. “2 PR 15-936. 


18 For separate treatment of the accounting problems, see Peacock, supra, note 9. 
4PR 15-936.2. 115 See infra 477 ff. 
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requires the approval of the contracting officer to any action of the contractor, the 
contractor should obtain written confirmation of any approval or instructions given 
orally. The instructions close with the statement that further advice as to pro- 
cedure may be obtained if necessary.17® 

One of the most valuable steps in assisting the contractor to understand his 
rights, duties, and obligations in connection with the termination, and the proce- 
dures which should be followed by him in order to arrive at an expeditious and 
equitable settlement is the conference which is held with the contractor before’ 
or immediately after the service of the termination notice.1?® At this conference 
the following important points are to be discussed: 


1. The best effective date of the termination notice. 

2. Work in process which should be completed. 

3. Status of performance of the prime contract and subcontracts and purchase 
orders, in order to determine which of such subcontracts and purchase orders should 
be completed. 

4. Financial problems of the contractor and his subcontractors and suppliers 
which may arise by reason of the termination. 

5. Procedures to be followed by the contractor in connection with the termina- 
tion, with particular emphasis upon the following: 

a. The immediate termination of subcontracts and purchase orders. 

b. Obtaining cost statements, inventories, and settlement proposals from sub- 
contractors and the review thereof. 

c. Arranging a program for the disposition of property acquired for the 
terminated contract by the contractor and by or for his subcontractors and suppliers. 

d. The preparation of a time schedule for the specific steps to be taken by 
the contractor, such as stop-work orders to his subcontractors and the furnishing of 
inventories, statements of costs, and proposals for settlement by the contractor and 
his subcontractors. 

e. Where necessary, notification to employees, either orally or in writing, 
as to the reasons for the termination; and cooperation with the War Manpower 
Commission in determining the workers to be released and placing them elsewhere. 

116 This statement suggests the problem of the extent to which a contracting officer or the members 
of his staff may assist a contractor in connection with a termination without violating 35 Strat. 1107 
(1909), 18 U. S. C. 1940 ed. § 198, which makes it a crime punishable by a fine of not more than 
$5,000 or imprisonment for not more than one year, or both, for any officer or employee of the 
United States to “act as an agent or attorney for prosecuting any claim against the United States, or 
in any manner . . . otherwise than in discharge of his proper official duties, (to) aid or assist in the 
prosecution or support of any such claim... .” (ital. added.) It is believed that any action taken by a 
contracting officer to explain termination procedures, to interpret the provisions of PR 15 and TAM, 
to furnish forms, to advise as to procedures and methods to be followed, or take any other similar 
action which would facilitate the negotiation of the settlement through a proper understanding of and 
compliance with PR 15 and TAM would be permissible under the above italicized language. This is 
due to the fact that it is the contracting officer’s duty, as part of his responsibility for the administra- 
tion of the contract, to negotiate a settlement and determine the amount due quickly and efficiently. In 


this connection see PR 15-314, 15-322. 
117 PR 15-312. 118 PR 15-322. 
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With these preliminary steps completed the contractor should be in a position 
to prepare his inventories, dispose of property, settle with his subcontractors and 
suppliers and negotiate a final settlement with respect to his terminated contract 
expeditiously and equitably. 


Disposition of Property’*® 

Perhaps the greatest single obstacle to the expeditious settlement of terminations 
is the disposition of raw materials, parts, supplies and work in process acquired 
or produced by a contractor and his subcontractors in connection with a contract 
and which are on hand at the time of termination of that contract. Of course, so 
far as the contractor and his subcontractors are concerned, the property could be 
disposed of readily by having the Government take title to it and simply remove 
it from their premises immediately upon termination, thereby putting the Govern- 
ment in the used property business on a gigantic scale. Before resorting to this 
step, however, the contractor and the subcontractors who originally acquired or 
produced the property first attempt to dispose of it in the regular course of their 
business. The provisions in the standard forms of termination articles dealing 
with the disposition of property are based on this premise. Under paragraph (a) 
of the old form the Government is obligated to take title to “all completed sup- 
plies . . . and partially completed supplies, work in process, materials, fabricated 
parts, plans, drawings, and information acquired or produced by the contractor 
for the performance of” the contract. However, it further provides that if “the 
contracting officer so directs or authorizes, the contractor shall sell at a price approved 
by the contracting officer, or retain at a price mutually agreeable, and such sup- 
plies, partially completed supplies, work in process, materials, fabricated parts or 
other things.”!*° Paragraph (b) (7) of the new form contains a similar provision 
requiring the contractor to “use his best efforts to sell.” This fundamental policy 
of the Government’s taking title to as little property as possible was expressly 
sanctioned and called to the attention of War Department contracting officers in a 
directive from Under Secretary of War Robert P. Patterson dated June 30, 1943.77 
The directive also sets forth in clear and forceful language the importance of 
disposing of such property quickly so that it may be made available for use in 
essential war work at the earliest possible moment. It states that this purpose 


“4° For separate treatment of the property disposal problems see Mack, supra, note 25. As indi- 
cated supra 452, this is one of the problems now being actively considered by the Joint Contract Termi- 
nation Board. What appears herein is therefore subject to any revisions necessitated by recent Board 
action. On February 15, 1944, in a report to the Director of War Mobilization, Mr. Baruch recom- 
mended that contractor-owned and Government-owned property be disposed of in the same manner; that 
the property be disposed of by the procuring: agency, either directly or through the contractor, as 
promptly as possible, with full discretion as to price, subject only to general principles similar to those 
set forth in PR 15-358; and, if it is not so disposed of within sixty days, that it be removed by the pro- 
curing agency upon the demand of the contractor, after which the procuring agency may dispose of it 
for war production or, if declared surplus, dispose of it to a central agency, to be established for 
the purpose of taking over all such surplus property. Similar principles are to be applied to property 
in the hands of subcontractors of any tier. This recommendation was adopted immediately, and steps 
undertaken to put it into operation. 

*29See supra note 24. 322 PR 15-350.2, 
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can best be achieved by disposition of the property through the same industrial 
organization which acquired or produced it or through other recognized industrial 
channels, under the above-quoted authority in the termination article, and that 
the prompt and courageous exercise of this authority will result in the return of 
the property to use in war production.!*2 To allay the understandable apprehen- 
sions of contracting officers concerning the authorization of such sales the directive 
recognizes the inevitability of losses to the Government from such dispositions, in 
that such material must frequently be sold far below cost and, in the case of 
work in process, even at scrap prices. Unequivocally it says that contracting officers 
will “be supported in the exercise of their honest judgment” in carrying out this 
policy. This policy has since been forcefully reiterated by Mr. Patterson in a 
letter dated December 28, 1943. 

The procedures providing for the disposition of property are designed to imple- 
ment these purposes. The first step is to obtain inventories from the contractor 
and his subcontractors;1** the submission of partial inventories is encouraged where 
they will expedite the disposition of the property involved.12* One of the chief 
methods of speeding the sale of property is the grant of authorization to a con- 
tractor by the contracting officer in advance to make sales of specified types of 
property within stated discounts below cost. The contractor, at the discretion of 
the contracting officer, may grant similar authority to his subcontractors or sup- 
pliers.125 This avoids the necessity for prior approval by the contractor of each 
sale, which would otherwise be required under the provisions of the termination 
article, thereby eliminating a time lag which might frequently spell the difference 
between making and not making a sale. Of course, all sales are subject to the 
applicable regulations of WPB, OPA or any other Government agency having 
jurisdiction over the particular transaction involved.1°® Since the contractor, in 
effect, is rendering a service to the Government by disposing of the property, he is 
not required to make any sale except for cash; any credit which he extends is 
expressly stated to be at his own risk.1*7 In addition to sales, provision is made 
for the disposition of property by retention by the contractor, subcontractor or sup- 
plier,128 or by return to the vendor.!2® The contracting officer is empowered to 
authorize such retention or return at less than cost,!2® where the amount to be 
credited is, in his judgment, reasonable. 

The question of fixing such a reasonable value is a matter to be determined by 
the contracting officer, although to a large extent he must, of necessity, be guided 
by the opinions and recommendations of the contractor."** While the contracting 
officer is legally in a position to approve any price he regards as reasonable, certain 
general standards are provided for him:'*? 


122°The contractor’s expenses in making such sales are reimbursable under paragraph (e) of the 


old standard form, Appendix C. 428PR 15-936.2. 224PR 15-351.3. 
125 PR 15-359. 226 PR 15-362. 127 PR 15-364. 
72° PR 15-353. *2°PR 15-354. 289 PR 15-354.2; 15-355. 


181 These will normally be included in the inventory. See PR 15-351.1; 15-351.2. 
182 PR 15-358. 
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process, scrap. 
2. General market prices and conditions. 
3. Location of property and cost of transporting and handling. 
4. Utility of property to the Government if not disposed of. 
5. Cost of storage and transportation to Government if not disposed of. 


contracts. 


to its cost, so as to enable the contractor to make an immediate sale. 


new standard forms, PR 15 and the Principles of Cost Determination ar 


quirements for the whole contract. Thus, paragraph (a) of the old form 


. or acquired in respect of the performance of the work terminated 


No. 1,185 requiring inventories to be kept down to the “minimum working 


contractors reimbursement for inventory on hand, but that contracting 


any losses resulting from the sale or retention of such excess quantities. 


Termination and Settlement of Subcontracts3** 


As indicated above, simultaneously with the preparation of inventories a 


*8PR 15-360 (1). 184 PR 15-360 (3). 
*85 Cope or Fep. Recs., Title 32, Ch. 9, Part 944.14; C.C.H. War Law Serv. 30,901.23. 
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1. Type of property—standard parts, raw materials, critical“ items, work in 


6. Necessity for speed of disposition to aid prompt settlement of terminated 


In addition the contracting officer is urged to be “realistic about values”!** 
and to “give consideration to the present worth of the property”!** rather than 


On the question of the extent to which the Government will go in accepting 
responsibility for partially completed supplies, work in process, materials and parts 
which the contractor has on hand at the time of termination, both the old and the 


€ quite 


clear that this responsibility will be determined in the light of the reasonable re- 


speaks 


of the Government’s taking title to those items which were “acquired or produced 
by the contractor for the performance of [the] contract.” Paragraph (b)(6)(i) of 
the new form requires transfer to the Government of title to all items “produced 


; om 


15-495.5 excludes allowance of costs “in excess of the reasonable quantitative require- 
ments of the contract.” And paragraph 3 (d) of the Principles of Cost Determina- 
tion makes this read “the entire contract.” All of these appear to leave no doubt 
that inventory restrictions such as those appearing in WPB Priorities Regulation 


inven- 


tory reasonably necessary to meet deliveries,” or the limitations of the Controlled 
Materials Plan permitting only a sixty day inventory, will not be applied to deny 


officers 


will apply an overall standard of reasonableness as to the quantities which the con- 
tractor should have carried on handsjudged, of course, in the light of the circum- 
stances existing at the time of acquisition or production of the items involved, 
rather than at the time of termination. However, to the extent that the items 
on hand at the time of termination exceed a reasonable quantity as so determined, 
it is conceivable that the Government will not consider itself obligated to bear 


nd the 


development of a program for the disposition of property an hand at the time 


48° For further treatment see Carter, Problems Arising Out of the Subcontractor Relationship, infra 
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of termination, the prime contractor (hereafter referred to as the “contractor”) 
is required by both standard forms of termination article to terminate immediately 
all his existing subcontracts and purchase orders, except as otherwise directed by 
the contracting officer. The War Department has provided a form of notice of 
termination to be used by contractors in terminating their subcontracts and pur- 
chase orders!8? which to a large extent virtually duplicates the contents of the 
notice of termination to the contractor. However, in addition to requiring an 
inventory, a statement of cost and a proposal for a negotiated settlement, it cautions 
the subcontractor that because the amount due him on account of termination is 
a cost to the contractor to be reimbursed by the Government, his statement of 
cost may be subject to Government audit and the items listed in the inventory 
may be subject to Government inspection.’%® It also informs the subcontractor 
that, with the approval of the contracting officer, partial payment on account of 
amounts due to the subcontractor will be made whenever he and the contractor 
agree that at least the amount of the proposed payment is clearly due to him.!** 

The task of settling the claims of subcontractors, vendors and suppliers (here- 
after referred to as “subcontractors”) upon such termination is a responsibility 
of the prime contractor.14° This is the result of an apparently deliberate policy on 
the part of the War Department to remain apart from the relationship between 
a contractor and his subcontractors. Thus, no form of termination article for sub- 
contractors or purchase orders has ever been prescribed; in fact there has never 
been a requirement that amy termination article be included in subcontracts or 
purchase orders.141_ The Government appears to regard the relationship between 
a contractor and a subcontractor as a purely commercial relationship, so that the 
matter of termination is merely another subject for negotiation between them. Con- 
sequently the Government is undoubtedly justified in taking the position that, on 
termination, the contractor in the first instance should collect and review the 
cost statements and negotiate the settlements with his subcontractors. This, how- 
ever, in no way infringes upon the Government’s right to review the settlements 
arrived at by the contractor, in view the fact that the cost of such settlements ulti- 
mately will fall on the Government.142 While paragraph (c) of the standard 
forms of termination articles, which is the basis for the negotiated settlement, does 
not require approval by the contracting officer of settlements arrived at by a con- 
tractor with his subcontractors, paragraph (d) of the old form, which sets forth 
the basis for settlement by formula, does make this requirement. In the new 
form, paragraph (b) (5) authorizes the contracting officer to require such approval. 
During the process of arranging settlements with subcontractors, there is no assur- 


187 PR 15-912.2. 

388 This would undoubtedly furnish an adequate basis for a prosecution under 52 Star. 197 
(1938), 18 U. S. C. 1940 ed. §80 of any subcontractor who furnished a fraudulent statement or one 
which he knew to be false, since it makes it clear that the statement is ultimately to be presented 
to the Government. See PR 15-410 for the form of certificate. 

189 See infra 478. oe PR 15-325.1. 

341 House Hearings 35. 142 See PR 15-421.3; 15-437. 
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rance that ultimately the contracting officer and the contractor: will arrive at a 
negotiated settlement. Therefore a contractor would be well advised to secure 
the contracting officer’s approval to each settlement arranged by him with any 
of his subcontractors, even if it is anticipated that a negotiated settlement will be 
arrived at, since, in the absence of the negotiated settlement, a formula settlement 
is the only recourse. However, a contracting officer is authorized to permit a con- 
tractor to make settlements of subcontracts within stated limits without first secur- 
ing the contracting officer’s approval for each settlement.'** A contracting officer 
is further urged not to require further approval of settlements with second tier 
and more remote subcontractors, but merely to approve them after they have 
been made unless any particular settlement appears to have been made in bad 
faith.’*4 

The termination of any subcontract will, of course, be controlled by the terms of 
the termination article, if any, contained therein, including the terms applicable to 
the measure of damages to be paid to the subcontractor by reason of the termina- 
tion4#® In the absence of any termination provision in a subcontract, the sub- 
contractor would be entitled as a matter of law, to the common law measure of 
damages—loss of full anticipated profit—***since the termination of the contract 
would be tantamount to a breach.!#7 As a practical matter, however, the experience 
in World War I and in terminations settled thus far during this war indicates 
that most subcontractors will not insist on this legal right, but will settle on the 
basis of reasonable reimbursement for costs, plus profit on the work done with 
respect to the uncompleted. portion of the subcontract. 

In addition to this profit element a subcontractor is entitled to be paid an amount 
adequate to compensate him for his costs in connection with the uncompleted 
portion of his subcontract. Hence he is required to submit to the contractor a 
statement of such costs as a basis for a negotiated settlement,!*® and the con- 
tractor is required to review each of such statements in the first instance.1*® In 
making such review he is expected to exercise the standard of scrutiny which a 
businessman would apply in the conduct of his own affairs,‘®° but he is not 
required to warrant the accuracy of the facts presented in such statement by the 
subcontractor.151 While PR 15 has no provision with respect to this question, it is 
arguable that on the basis of this standard a contractor would not be required to 
assert every legal defense available to him in order to reduce the amount due to 
the subcontractor, but would be permitted to waive such defenses in any situa- 
tion in which a reasonable businessman might be expected to do so in negotiating 


M8 PR 15-325.2(3). **° Id. 

en House Hearings 35. a Id. at 35, 36. See also supra 466. 
Id. See PR 15-912.2. 

M°PR 15-431. 250PR 15-432. 


151 PR 15-440 sets forth the form of certificate to be signed by a contractor in submitting subcon- 
tractors’ termination charges. Under it he certifies that he has examined such charges and that in his 
opinion “the settlement . . . is fair and reasonable, is proposed in good faith and is not more favor- 
able . . . than one which the (contractor) would make if reimbursement by the Government were 
not involved.” 











476 Law AND CoNnTEMPORARY PROBLEMS 


with a subcontractor with respect to the termination of a contract in the ordinary 
course of his own business. 

In the case of every statement submitted by a subcontractor, a minimum scrutiny 
by the contractor would necessitate an office review by qualified accounting per- 
sonnel.!5* Based on such office review it is the contractor’s responsibility to 
determine whether any further examination of a particular statement is required 
in the light of the following considerations :15* 

1. Amount and complexity of proposed settlement. 

2. Findings as a result of the office review. 

3. Available reports of independent public accountants. 

4. Any information available from the contractor’s personnel who have had 
contacts with the operations under the subcontract. 

Such further review may take any of the following forms: 

1. Additional data or explanations in writing from the subcontractor. 

2. Contractor’s accounting personnel may discuss the statement with the sub- 
contractor. 

3. A selective audit may be made of subcontractor’s accounting data on which 
his statement was based. . 

Upon approval by the contractor of each statement from the subcontractor it is 
to be submitted immediately to the contracting officer for his review so as to 
expedite approval of the settlement and of the contractor’s own statement of cost, 
of which each settlement with a subcontractor will necessarily be a part. 

The importance of the contractor’s examination and review of his subcon- 
tractors’ statements should not be minimized. While the Government reserves 
the right to make its own check of such statements, as a practical matter it will 
undoubtedly rely to a very great extent on the contractor’s review, because of the 
sheer volume of work which a review by the contracting officer of each settlement 
with a subcontractor would entail. As a matter of fact, the contracting officers 
are authorized to do just that in the case of subcontract settlements reviewed and 
certified by contractors in whom “they have confidence and in the absence of 
circumstances coming to their attention pointing to the necessity of special investi- 
gation of particular subcontractors’ claims or showing incompetent or inadequate 
review by the prime contractor.”15* Undoubtedly this authority will go a long 
way toward achieving expeditious disposition of termination settlements of sub- 
contracts. 

Where, however, a contractor and a subcontractor cannot agree upon a settle- 
ment satisfactory to the contracting officer, the amount due to such a subcontractor 
may be excluded from the negotiated settlement between the Government and the 
contractor, reserving for a later time the question of the amount to be paid to 
the contractor in connection with such a subcontract. There is also authority under 
which the Government may assume and agree to pay the obligation of a contractor 


*3PR 15-433 *8PR 15-435(1). *6¢PR 15-437. 
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with respect to such a subcontract, so far as it is related to the uncompleted 
portion of the terminated contract.1®* In such a case the contracting officer would 
then undertake to negotiate a settlement directly with the subcontractor and 
would undoubtedly be authorized to follow any of the procedures set forth in 
PR 15 in arriving at such a settlement. 


Interim Financing for Terminated Contractors1*® 


No reasonable termination procedure having due regard for the necessary 
protection of the Government’s interests could be devised which would be immediate 
and self-executing in its operation. Inevitably there will be an appreciable time 
lag between the service of the notice of termination and the payment finally agreed 
upon by the contracting officer and the contractor in final settlement of the termi- 
nation. It is this time lag which creates one of the greatest practical problems 
arising out of contract termination: How are contractors and subcontractors to be 
provided with funds quickly in order to replace the working capital tied up in their 
terminated contracts or subcontracts so as to enable them to turn to other war 
work or to civilian work immediately? Without such funds it is inevitable that 
their facilities will lie idle and their employees will be lost to them, since most war 
producers now have insufficient reserves to carry on without the use of some portion, 
at least, of their working capital which is presently invested in war work.1** The 
War Department recognizes this problem’°® and is committed to a program for 
meeting it by making prompt partial payments to contractors on account of 
amounts due to them and their subcontractors in connection with termination 
settlements, by utilizing available advance payment balances for the same pur- 
pose?®® and by liberalization of the use of guaranteed loans. To further imple- 
ment this program it recommended legislation which opened the whole subject 
of terminations to protracted hearings.’®° 

Such partial payments are authorized by paragraph (i) of the old standard 
form of termination article and by paragraph (g) of the new standard form, and 
may therefore be made upon request of the contractor under any contract which 
contains that article, either originally or by amendment.’ The only restrictions on 
such partial payments are that the contracting officer and the contractor must agree 
that at least the amount of the proposed partial payment is due and that that amount 
is payable without prejudice to the determination of any of the other items in the 
termination.‘ ‘This gives a contracting officer the necessary leeway to make 
partial payments quickly, since he need require only such evidence as to the 
amounts of such partial payments as he considers proper,!®* and since in many 
cases it can readily be determined that some minimum amount will in any event 


155 PR 15-535. 
156 For a detailed treatment of the financing problems, see Cleveland, supra, note 31. 


+87 National City Bank Letter, March 1943, 30, 35. 
15 


158 PR 15-500. "ld: 
160 See infra 500 ff. For a discussion of the proposed legislation see Cleveland, supra note 31. 


181 PR 15-501.2. 162 PR 15-501.3. 
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be due to the contractor.’®* In making his determination a contracting officer 
need not make any exhaustive audit and is entitled to rely on any available data 
which has been certified to by independent public accountants.1®* Where he 
deems such action necessary to protect the interests of the Government he may 
impose any or all of the following conditions :*® 

1. Submission of a partial statement of costs and termination charges certified 
as correct by at least two duly authorized officers of the contractor. 

2. A statement by the contractor that the proposed payment has not been 
assigned or that the assignee has consented in writing to the payment. 

3. A statement by the contractor that all statements of fact and representations 
made are true and correct and that they are made subject to the penalties pro- 
vided in 18 U. S. Code 80. 

Any amounts so paid may of course be used by a contractor to make partial or 
full payments to some or all of his subcontractors. While the Government cannot 
make such partial payments directly to subcontractors,’®* wherever a contracting 
officer wishes to assure that a partial payment in a definite sum will be made to a 
particular subcontractor (thereby achieving the same result), he may do so by 
means of a supplemental agreement®* entered into by the Government, the con- 
tractor, the subcontractor who is to receive the partial payment and any inter- 
mediate subcontractors, and providing that: 

1. All of the parties agree that the payment may be made. 

2. It is within the amount clearly owing to the subcontractor who is to receive 
the payment as well as to the prime contractor and any intermediate subcontractors. 

3. The parties warrant that no setoffs or counterclaims are. outstanding against 
the subcontractor who is to receive payment. 

4. All of the parties make a release for the benefit of the Government to the 
extent of the payment made. 

The payment is then made to the contractor but on account of, and in trust for, 
the subcontractor who is ultimately to receive it. In appropriate cases less formal 
arrangements may also be devised so long as the contracting officer believes that 
they will adequately protect the Government, particularly with respect to set-offs or 
counterclaims which may exist against the subcontractor who is receiving the 
partial payment.1®® 

In addition to partial payments, advance payments previously authorized in 
connection with the terminated contract may be used to furnish funds to the 
contractor, provided the contracting officer finds that the amount of such pro- 
posed payment out of an available advance payment balance, in addition to the 
advances previously made but not yet liquidated by deliveries, will not exceed 


*°8 Thus a very brief survey of a terminated contract might reveal that the termination charges 
would clearly exceed X dollars. An immediate payment of X dollars would then be authorized. 

164 PR 15-501.3. 165 PR 15-501.4. 

186 The reasons are set out in PR 15-502.1. 

167 PR 15-502.2(2). The form is set out in PR 15-921. 

168 PR 15-502.2(3). 
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contractual claims, as contemplated by the proposed legislation.’™ 
16° PR 15-503. 
No. 2424, September 1, 1943, C.C.H. War Law Serv. 929,176. 


those cases where that appears to be necessary.” 
172 See Cleveland, supra, note 31. 











the total estimated termination charges.1®® This provides another source of funds 
readily available to tide the contractor over and help him retain his status as a 
going concern despite the fact that all or some of his contracts may have been 


With respect to the utilization of guaranteed loans, the war procurement agencies 
have announced!”® that hereafter such loans will be made available to contractors 
in order to free their own working capital previously invested by them in war 
contracts, upon the termination of such contracts. In such cases the lending bank 
will be required to have some participation in the loan and the loan agreement 
will provide that in the event of termination the contractor will be entitled to a 
loan based on a stated percentage of inventory, work in process, accounts receivable 
and amounts paid or due to subcontractors by reason of the termination. Sub- 
contractors will benefit also because contractors will be required to pay to sub- 
contractors whatever is due them when such obligations are used as part of the 
basis for the loan. The avowed purpose of this extension of the guaranteed loan 
is to prevent that lag in war production which might be caused by contractors’ 
fears that their working capital will be tied up for a considerable length of time 
in the event of termination. While this plan undoubtedly has merit its utility, from 
the point of view of the speed with which the loan will be made, will depend on 
the extent to which the lending bank will require supporting data for the con- 
tractor’s statement as to the amount of his inventories, work in process, accounts 
receivable and obligations to his subcontractors, on the total of which the amount 
of the loan will be based.’"!_ Probably this, to a large extent, will depend on the 
lending bank’s general experience with the prospective borrower as a credit risk, 
so that contractors in a less favorable financial position who require assistance in 
the way of working capital will have greater difficulty in obtaining such loans. 
The avoidance of this paradoxical result is the principal problem facing the adminis- 
tration of this device, but it is doubtful whether much can be done in this regard 
so long as commercial banks are required to participate in the loans. The elimina- 
tion of this paradox is one of the principal purposes of the proposed legislation 


To the extent that these methods of interim financing are used expeditiously 
and courageously, war producers will be made always available for war work other 
than that which has been terminated, or failing that, for necessary civilian produc- 
tion. It is doubtful, however, whether the interim financing problem can be solved 
without some direct Government assumption of risks, loans and purchase of sub- 


179 Federal Reserve Bank of New York, Circular No. 2681, September 1, 1943, OWI Release 


171 Federal Reserve Bank of New York, Circular No. 2691, September 13, 1943, states that a lend- 
ing bank “will have sufficient incentive to exercise reasonable care to obtain additional verification in 
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Negotiation of the Settlement with the Contractor 


Since the negotiation of the settlement in connection with the termination of a 
contract is the exercise of a right granted by the terms of the contract rather than 
a determination of the actual costs, it is probable that as a matter of law the con- 
tracting officer, acting on behalf of the Government, could agree to a settlement at 
any amount up to the total contract price (less payments for completed supplies) 
and his settlement could not be challenged short of proof that he had acted un- 
reasonably or fraudulently.17* PR 15 expressly recognizes this broad discretion in 
the contracting officer. Thus PR 15-531 says that “in determining a proper settle- 
ment under the standard termination article for use in lump sum contracts (PR 
324) providing for a negotiated settlement of the uncompleted portion of the con- 
tract [he] is given a very wide range of discretion and may act upon such evidence 
as is satisfactory to him under all the circumstances, with a view to reaching a fair 
adjustment expeditiously and with a minimum of technicality. He may allow the 
contractor by way of settlement such amount as will, in his judgment, give to the 
contractor fair, full and reasonable compensation for the contractor’s costs, expendi- 
tures, liabilities and commitments incurred in connection with the uncompleted 
portion of the contract, together with such reasonable allowance for profit on the 
uncompleted portion of the contract as the contracting officer deems just and 
equitable and as affording to the contractor, under all the circumstances, such profit 
as the contractor has actually earned by work in fact done on the uncompleted 
portion of the contract.” PR 15-532 contains the following language: 

“The negotiated settlement gives the contracting officer maximum flexibility in work- 
ing out with the contractor a fair settlement of the amount due on the uncompleted 
portion of the contract under the standard termination article (PR 324) for use in lump 
sum supply contracts.” 


However, PR 15 also recognizes that no contracting officer should negotiate 
any settlement without the benefit of all the relevant information which can be 
secured, both for his own protection and for the protection of the Government's 


interests. For this reason PR 15-445 states: 


“In negotiating a settlement, the contracting officer should have as a guide an account- 
ing memorandum, prepared by Government accounting personnel, containing the avail- 
able accounting data as to the costs incurred by the contractor with respect to the uncom- 
pleted portion of the contract and computations based upon such data and other available 
information as to the rate of profit which it is expected the contractor would have 
earned if he had been permitted to complete the contract.” 


To this PR 15-532 adds: 

“To arrive at... a fair settlement . . . the contracting officer will make use of all 
relevant and available guides as to what constitutes an equitable amount to be paid 
to the contractor.” 


178 See SPJGC 1943/10938, August 24, 1943, citing, inter alia, Alprin v. Huffman 49 F. Supp. 
337 (1943); U. S. v. Village of Farmingdale 43 F. Supp. 561 (1941), aff'd 129 F. (2d) 678 (1941); 
Marbury v. Madison 5 U. S. 137, 166 (1803). 
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Nevertheless these provisions expressly restrict the function of such accounting 
data or guides by providing that none of them limit or control a contracting officer 
jn arriving at a negotiated settlement, but are to assist him in arriving at a proper 
determination of the amount of such settlement.1** Instructions for the preparation 
of such advisory data by Government personnel in connection with the negotiated 
settlement’*® are set forth in TAM, which also emphasizes that the information 
so provided will not limit the contracting officer in the negotiation of the settle- 
ment.17¢ 

However, while the contracting officer is given this broad range of discretion 
in negotiating the settlement, among the chief aids to which he is referred for the 
principles to guide him in the negotiations are the terms of the formula set forth 
in the standard form of termination article.1*7 As a practical matter, therefore, it 
is highly likely that, in the absence of unusual circumstances, a negotiated settle- 
ment will result in the payment of an amount which will not be very much differ- 
ent from what would have been paid had the formula been strictly applied. Since 
the terms of the formula state “fair, general principles”!** for determining what 
the contractor should receive, both the contracting officer and the contractor will 
realize that if they guide themselves by it their negotiations will be free from any 
subsequent criticism. 

The basic document on which the negotiation is based is the contractor’s pro- 
posal for settlement.*® This consists of three types of statements, including (1) 
the costs incurred by the contractor with a statement of his profit thereon, (2) 
the subcontract termination charges and (3) the contractor’s post termination ex- 
penses. As set forth in the instructions which a contractor receives when his con- 
tract is terminated,'*®® it is the contractor’s responsibility to submit these statements 
or any part of them as promptly as possible. These statements, together with their 
supporting schedules are required to be certified by the contractor as true and 
correct,!®1 and constitute his basic representations with respect to the determination 
of the amount to be paid him in connection with the termination. As such they 
are subject to the penalties for false or fraudulent statements or representations in 
connection with claims against the United States.1®* Upon receipt of such pro- 
posal, or any part thereof, it is the responsibility of the contracting officer to 
determine the extent to which Government accounting personnel will review it.1®* 
Detailed auditing is to be kept to a minimum?’ and reliance is to be placed 

114 See PR 15-109. 


11 See PR 15-421.2. 176-TAM 1100.1. 

“TPR 15-443.3, 15-450. For a discussion of the formula settlement see infra 490 ff. 
8PR 15-450. 17° House Hearings 42. 

189PR 15-936. 181 PR 15-409. 


182 See 52 StaT. 197 (1938), 18 U. S. C. 1940 ed. §80. 

188 See Peacock, supra, note 9. 

184In the interests of keeping the audit work to a minimum PR 15-552 suggests the feasibility of 
settling several terminations with the same contractor at once. This raises the whole problem of the 
practicability of an overall company settlement with a particular contractor by the Government with 
respect to all of his terminated work, on prime contracts and subcontracts. See House Hearings 
157; Senate Hearings 15. 
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instead upon an intelligent review of the data presented by the contractor.1® In 
any event, however, at least an office review is required in every case as the mini- 
mum protection of the Government’s interests.1®* Such a review is intended to 
place special emphasis on the following :18" 

1. A determination of whether each item appears proper in the light of the 
applicable cost definitions.1®* 

2. Reasonableness of each item in relation to other items and to the stage of 
completion. 

3. Reasonableness of quantities of material and work in process on hand. 

4. Reasonableness of rate of overhead. 

5. A determination of whether any of the materials and other items appear to 
be “common items.”1®® 

6. A determination of whether the statement appears to have been prepared in 
accordance with standard accounting practices. 

7. Verification of mathematical accuracy of the statement and supporting 
schedules. 

8. Verification of the accuracy of information furnished in connection with out- 
standing guaranteed loans and advance payments and schedules of completed units. 

After completion of this examination the contracting officer, in consultation with 
his accounting personnel, may desire a further accounting check, in one of the 
following forms:1®° 

1. Additional data or explanations may be requested in writing from the 
contractor. 

2. Government accounting personnel may discuss the statement with the con- 
tractor. 

3. A selective audit may be made of the contractor’s accounting data on which 
his statement was based. 

The results of the accounting examination of the contractor’s proposal for settle- 
ment are to be incorporated in a report to the contracting officer!®! which will 
summarize the costs of the contractor and (1) show separately any relatively large 
costs arising from unprocessed raw materials, (since these may represent no sub- 
stantial work on the part of the contractor) and unusual costs; (2) comment on 
the basis for the determination of the allowance for profit to the contractor; and 
(3) suggest any items meriting special consideration by the contracting officer. 
This report, together with the contractor’s proposal for settlement, will generally 
give the contracting officer adequate information on the basis of which to under- 
take negotiations with the contractor. 

The most difficult item to determine in the negotiation of the settlement is that 


185 PR 15-424. 186 PR 15-424.1. 

187 PR 15-424.2. Compare PR 15-433. 

188 See infra 483 ff. for a discussion of the cost definitions in PR 15-482 through 15-486. 
18° See PR 15-150.2. 

190 PR 15-424.3. 292 PR 15-424.4. 
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covered by paragraph (c) of the standard forms of termination. articles, the amount 
to be paid to the contractor to compensate him for his costs and anticipated profit 
with respect to the uncompleted portion of the contract. Two alternative methods 
are provided by which the contractor may determine these costs. One of these 
is the so-called “Inventory Method.”!9? Under this method these costs are de- 
termined by a detailed pricing of the inventory on hand at the time of termination. 
To the total is added the profit allowance. This method has utility in those cases 
where the inventory consists principally of purchased materials on which rela- 
tively little work has been done, or where accurate unit cost data is available with 
respect to the work in process. The other method is the so-called “Total Cost 
Method”?!®* and is for use where such accurate unit cost information is not avail- 
able. All costs incurred up to the time of termination are totaled and a profit 
allowance on all of such costs is added. From this sum is deducted the total con- 
tract price of all completed items. The result represents the contractor’s costs 
and profit with respect to the uncompleted portion of the contract. This method 
is particularly useful in situations where it is difficult to separate the costs as 
between the completed and the uncompleted portions of the contract. 


In addition to the determination of the cost and profit with respect to the 
uncompleted portion of the contract the contractor’s proposal contains a statement 
of the amount due for completed items, the total of the subcontractor’s termination 
charges and the costs incurred after the date of termination. This last item is also 
determined by negotiation, pursuant to paragraph (e) of the old standard form 
of termination article, and is presumably included within paragraph (c) of the 
new standard form. In addition, deductions are made for credits resulting from 
the sale or retention by the contractor of items of inventory and for miscellaneous 
offsets and deductions, such as the contract price for supplies which are undeliverable 
because of destruction or damage, any unsettled claims of subcontractor against 
the contractor, and any other claims which the Government may have against 
the contractor. 

To aid in the negotiations with respect to the allowable costs on the uncom- 
pleted portion of the contract and to assist in the review of contractors’ statements 
of costs, as well as to state the basis for determining actual costs in the case of a 
formula settlement, PR 15 contains the Principles of Cost Determination promul- 
gated by the Office of War Mobilization on January 8, 1944.1°* These Principles 
are stated expressly to be applicable only to the formula settlement under the new 
form,!®5 and the negotiated settlement provision of the new form expressly states 
that the formula provision shall in no way “be deemed to limit, restrict or other- 
wise determine or affect the amount or amounts which may be agreed upon to be 

292 PR 15-446(1). 288PR 15-446(2). 

194PR 15-482 through 15-486; Appendix B, infra, p. 00. These Principles have been substituted 
in PR 15 for the cost definitions previously set forth in PR 15-481 through PR 15-496. 


795 Appendix A, infra 508, par. (h). It has been administratively determined that the new Prin- 
ciples are applicdble as guides in connection with settlements negotiated under the old form. 
p PP: g 54 
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paid to the contractor” under the negotiated settlement provision.!®* . Nevertheless, 
contracting officers by and large are practical, hard-headed people and it would 
be surprising indeed to find them not being guided by these Principles in nego- 
tiating with contractors the amounts to be allowed on termination settlements, al- 
though feeling free at any time to disregard them where the circumstances war- 
ranted such action. . 

The Principles are intended to cover the costs which are recognized under com- 
mercial accounting practices, including direct and indirect manufacturing, selling 
and distribution, administration and other costs incurred which are reasonably 
necessary for the performance of the contract and are expressly allocable to the 
terminated portion.’®* Although a number of cost items are specifically enumerated, 
the enumeration is not to be regarded as all-inclusive, and the failure to mention 
any cost specifically is not intended to imply its inclusion or exclusion as a cost 


in any particular case.'%8 


To the extent to which such costs are allocable to the terminated portion of a 
particular contract, the Principles authorize the allowance of the cost of inventory 
items which are common to the terminated contract, and other work of the con- 
tractor;?9® claims of subcontractors which are common to the terminated contract 
and other work of the contractor; depreciation on machinery, buildings and 
equipment (including normal obsolescence) ;?°' experimental and research ex- 
penses;*°? engineering and development and special tooling costs, subject to the 
requirement that the contractor protect any interest of the Government therein by 
a transfer of title or other appropriate means;?°* an allocable portion of rental 
under leases necessary for the performance of the contract, plus reasonable alteration 
and restoration costs, and less the residual value of such leases, and subject to 
the contractor’s having made reasonable efforts to reduce the cost of such leases 
by termination, assignment, settlement, etc.;?°* advertising;?°> interest on borrow- 
ings;?°* reasonable accounting, legal, clerical and other expenses in connection 
with the termination and settlement of the contract and the subcontracts there- 
under;?°" storage, transportation and other costs incurred for the protection of or 
in connection with the disposition of property acquired or produced for the con- 
tract;7°® and the initial, or “starting load” costs.2°® These are non-recurring costs 
arising from unfamiliarity with the product, which must be met in the early stages 

296 Id. at (c). . 

1°7 PR 15-482, Principles, Appendix B, infra 511, par. 1. 


198 PR 15-486, Principles, paragraph 5. 
199 PR 15-482(a), Principles, paragraph 1(a). 


200 Td. at (b). eet dd at (oc): 
203 Id. at (d). 203 Tq. at (e). 
=r ta. at (a). 205 7d, at (h). 


°° Td. at (j). Under the previous cost definitions such interest was allowed only where the 
proposed settlement was on a non-profit basis. This change is undoubtedly due to the fact that the 


percentage of profit permitted by paragraph (d)(2) of the new standard form of termination article, 


the formula provision, is limited to 6%. 
#°T Td. at (k). ores at ad): 


2°° PR 15-483, Principles, par. 2. 
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of production although the benefits from such. expenditures continue to accrue 
throughout the life of the contract. Thus, a high rate of rejects or machine break- 
downs in the early stages of production under a contract should not be charged 
only to supplies completed during that period but should be apportioned over the 
whole life of the contract, since the experience acquired during that early period 
contributes to more efficient production during the remainder of the contract 
and some portion of such costs is therefore fairly chargeable to the remainder of 
the contract. 

In keeping with the intention to include in the determination of costs only those 
costs which are properly allocable to the uncompleted portion of the terminated 
contract, certain costs are expressly excluded, although such express exclusion 
is not intended to indicate that these are the only excluded costs. These excluded 
costs are losses on other contracts, fees and other expenses not directly related 
to the terminated contract, losses on investments, provisions for contingencies, and 
premiums on life insurance where the contractor is the beneficiary;?1° expenses 
of converting the contractor’s facilities to other uses;*41 expenses caused by the 
contractor’s negligent or wilful failure to discontinue work within a reasonable time 
after the effective date of the termination notice;?!2 costs incurred because of 
materials or services purchased or work done in excess of the reasonable quantitative 
requirements of the entire contract;?!* and a provision excluding costs.which have 
previously been charged off during a period covered by a previous renegotiation 
under Section 403 of the Sixth Supplemental National Defense Appropriation Act, 
1942, as amended," if a refund of excessive profits was made, or to the extent that 
the charge-off avoided a refund.?15 

The necessities of the war production program have inevitably required con- 
struction and acquisition of numerous facilities on which an allowance of normal 
depreciation??® would be inadequate in the event of termination of a contract with 
respect to which they were constructed or acquired. Typical of this situation of 
“war time obsolescence” is the special purpose tool which has no use apart from 
the manufacture of an item the contract for which has been terminated. An 
example is the $11,000 machine described in the hypothetical case discussed in 
the introduction. To say that a contractor should not be compensated beyond a 
normal rate of depreciation for such a special purpose tool would result in a con- 
siderable impairment of the willingness of contractors to attempt to develop new 
and more efficient special purpose machinery. The general purpose tool which a 

220 PR 15-484(a), Principles, par. (3) (a). 

211 17d. at (b). 7d. at (c). 

*18 1d. at (d). See supra 473. 

214 Pub. L. No. 528, 77th Cong., 2d Sess. (April 28, 1942), §403, as amended. 

*15 This rule had been adopted and applied by some contracting officers prior to its indlusion in 
the Principles, but it is well to have it expressly stated and made uniform. It is clearly fair and 
proper, being based on the fact that the charging-off of such costs decreased the amount of the 
refund by the amount of such costs so that, in effect, the charge-off represented reimbursement of such 


costs already made to the contractor. 
#16 See PR 15-482(c). 
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contractor purchases solely for the manufacture of an item the contract for which 
is subsequently terminated is also in this category. For such cases a contracting 
officer is authorized to include an amount which bears the same proportion to the 
total loss of useful value as the deliveries on the terminated portion of the contract 
bear to the total deliveries which have been made and would have been made had 
the contract and any other contracts involved been completed. “Loss of useful value” 
would appear to mean original cost, less depreciation already taken for income tax 
purposes, and less residual value, if any. The remainder is then prorated between 
the completed and terminated portions of the contract.?!7 The net effect of this is to 
prorate the residual value in the same way, thereby resulting in a larger payment to 
the contractor. The argument in favor of this approach is that under sound prin- 
ciples of cost accounting the facility would have been charged to the contract at 
cost less residual value when the contractor first fixed his price. 

To be entitled to the inclusion of such an item as a cost, the contractor must 
protect the interests of the Government in such a facility by transferring title thereto 
to the Government, or by such other means as the contracting officer may consider 
appropriate. To prevent a windfall to the contractor and to require him to bear 
the same burden with respect to such facilities which he would have borne had the 
contract been completed, the total allowance for the cost of experiment and research, 
engineering and development, special tooling designed and purchased or produced 
for the contract, “war time obsolescence,” loss on leases, and advertising is properly 
limited to an amount which does not exceed the total contract price if the contract 
had been completed, less all other costs which the contracting officer estimates would 
have been necessary to complete the contract.?1® Without this limitation a contractor, 
on termination, might conceivably receive more for such items than would have 
remained to cover them out of the total contract price if the contract had been 
completed. 

Perhaps a more desirable method of determining the amount of the allowance 
to a contractor in cases of “war time obsolescence” would be to deduct from the 
original cost of the facility involved, the actual depreciation allowed or allowable 
thereon in the price of supplies completed or to be completed under the contract?!® 
and from the remainder to deduct the residual value of the facility. The resulting 
amount would be the true loss of value in the facility and could properly be charged 
as a cost with respect to the uncompleted portion of the contract. Crediting the 
residual value in this manner would eliminate the necessity for the Government's 
taking title to the facility or for any other means of protecting the Government's 
interests, since the Government would then have no such interests. Such residual 
value, of course, would be determined in the light of a number of factors, includ- 


217 PR’ 15-482(f); Principles, par. 1(f). 

at? 7d. at (i). 

19 Since the underlying purpose of the standard form of termination article is to reimburse the 
contractor for all his costs with respect to the uncompleted portion of his contract it would seem 
proper to allow actual depreciation, rather than the rate of depreciation originally included in the 
contract price. 








ese eee a a6 


= 














PoLiciEs AND PROCEDURES FOR THE TERMINATION OF War Contracts 487 


ing the market value of the facility, its usability for other work by the contractor 
or others, the extent to which it has enhanced the value of the contractor’s capital 
assets, the use to which he has actually put it since termination and other similar 
considerations. Thus the question of whether the facility had a general or special 
purpose would automatically be taken into account, and, even more important, 
maximum utilization of the facility would be fostered since, if the contractor could 
not use it himself, he would immediately dispose of it to some one who could 
use it in order to realize his investment in it and recover the residual value which 
had been deducted in determining the amount of allowable costs for the facility 
in connection with the termination. 

The other part of the amount to be paid to the contractor with respect to the 
uncompleted portion of the contract under paragraph (c) of the old standard 
form of termination article is “such allowance for anticipated profit with respect 
to such uncompleted portion of the contract as is reasonable under all the cir- 
cumstances.” Purely as a matter of a contracting officer’s legal authority based 
on a construction of this contractual language, it is arguable that he could allow 
to a contractor any amount up to the full common law damages of anticipated 
profit on the whole portion of the contract with respect to which the contractor’s 
right to perform has been terminated irrespective of the extent to which he had 
performed any work or rendered any services with respect to such uncompleted 
portion.22? However, the War Department has very definitely adopted the policy 
of permitting its contracting officers to make such allowance for profit only to the 
extent of “work actually done by the contractor and materials actually obtained 
or furnished. It is mot intended that the contractor shall be allowed any profit 
with respect to work which has not been done.”??* Clearly, the War Department 
may limit the authority of its contracting officers in this manner, since this is 
merely a restriction on the scope of such authority and in no way infringes upon 
any contractual or other right of a contractor whose contract contains the standard 
form of termination article. The negotiated settlement provision of that article 
(paragraph [c]) provides merely that the amount to be allowed for anticipated 
profit with respect to the uncompleted portion of the contract shall be part of a 
sum to be agreed upon by the contracting officer and the contractor and that it 
shall be “reasonable under all the circumstances.” If, in the light of competent 
instructions issued to him, a contracting officer cannot agree with a contractor 
on the allowance for profit, they have their recourse to the formula provision of 
the standard form of termination article?** for the determination of the amount to 
be paid to the contractor with respect to the uncompleted portion of the contract. 
This provision clearly limits the allowance for profit to a profit on work actually 


222Qn the other hand, the language of paragraph (c) may well be interpreted to relate only to 
that part of the uncompleted portion on which any work has been done or costs or liabilities incurred. 
Especially is this so in light of paragraph (d), which is clearly so restricted and which, in effect, is 
merely a substitute for (c). 

228 PR 15-449. See 15-443.2 and 15-531; House Hearings 43, 44. 
224 See Appendix C, par. (d), infra 515. For a discussion of the formula settlement see infra 490 ff. 
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done. The contractor, having contracted for this alternative procedure where there 
is no agreement as to allowance for costs and profit with respect to the uncom- 
pleted portion of the contract, cannot object to a resort to it.??° Undoubtedly the 
same principles would apply to a negotiation under paragraph (c) of the new 
standard form. 


The possibility that a contractor in a particular case might successfully main- 
tain that this restriction on a contracting officer’s authority to determine the profit 
allowance by negotiation is unreasonable or arbitrary is probably so remote that 
it may be disregarded for the purpose of this discussion. In fact the restriction is 
far from unreasonable. It is undoubtedly based on the premise that a contract 
for any of the implements necessary to wage the war is not an ordinary business 
transaction; it is part of a war for survival in which all must play their part and 
share their portion of the burdens and risks. To ask a contractor to accept com- 
pensation for all of the costs he has actually incurred in connection with the termi- 
nated contract plus a profit on that portion of the contract with respect to which 
he has actually performed work or rendered services is not to ask too much of 
him.?26 In fact this whole situation might well be regarded as one of the “cir- 
cumstances” in the light of which the profit allowance is to be determined, thereby 
bringing the restriction on the contracting officer’s discretion within the provision 
of paragraph (c) itself. 

Paragraph (c) of the new standard form, as previously indicated,?** is entirely 
without restrictions, even as to the scope of the profit allowance. PR 324 has sus- 
pended in large measure the previous instructions in PR 15 relating to the old 
form and has indicated that new instructions will shortly be issued. In advance 
of the issuance of such instructions it is impossible to say how closely they will 
approach the rules laid down as to negotiations in connection with the old article. 


In determining the amount of profit to be allowed on work done on the uncom- 
pleted portion of the contract a contracting officer in applying the old form is 
not restricted by any formula or fixed percentage or by any particular method of 
computing the allowance.?* Each case stands on its own; the contracting officer is 
to exercise his best judgment in deciding how to compute such profit allowance in 


325 See PR 15-561. 

22° Ougere whether, in the event of termination of a large number of contracts at the cessation 
of all or a substantial part of hostilities, it could not be maintained that as a matter of law a contractor 
was entitled to no profit, even with respect to work performed in connection with the uncompleted 
portion of his contract. The basis for such a position would be that the contract had been necessitated 
by the war and would not have been made but for the war, and further that the parties must have 
contemplated that the war might end while the contract was in the process of being performed. That 
possibility having become an actuality the essential purpose of the contract would have been frustrated, 
so that the law would leave the parties where it found them or, at best, merely compensate the con- 
tractor for his costs in connection with the uncompleted portion of the contract. See Buffalo Union 
Furnace Co. v. U. S. Ship. Board, E. F. Corp., 291 F. 23 (1923); Russell Motor Car Co. v. U. S. 261 
U. S. 514 (1923); 6 Wittisron, Conrracts (2nd ed. 1936) 5472; Corsin’s ANson, ConTRACTS 


(sth ed. 1930) 463,466. 
227 Supra 456. 228 House Hearings 43; PR 15-449. 
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each case, and in computing it.?® Certain criteria are suggested for his guidance, 
however, in the exercise of this very broad discretion.2*° These include: 

1. The total work required of the contractor and the extent to which it has 
been completed. 

2. The relative difficulty of the work which has been done and of that which 
remains to be done. 

3. The extent to which engineering work, production scheduling, technical super- 
vision and other services requiring special schedule have been performed by the 
contractor. 

4. The extent to which the contractor has arranged a program of subcontracting 
and its importance in the performance of the contract. 

5. The extent of the services rendered in procuring raw materials, parts or sub- 
assemblies. Where this has merely been a process of purchasing standard ma- 
terials and parts the profit to be allowed with respect to this aspect of the con- 
tractor’s work should be relatively lower than on those aspects of his work which 
represent substantial contributions in the way of engineering, technical skill, man- 
agement and supervision.?°* 

6. The contractor’s accounting data as to his costs of performance. 

7. The contractor’s data as to the extent of costs necessary to complete the 
contract.?38 

8. The profit which the contractor would be allowed upon an application of the 
formula provision contained in paragraph (d) of the standard termination article. 
Under this provision the profit is determined by estimating the contractor’s total 
profit if the contract had been completed and multiplying it by the estimated per- 
centage of completion of the uncompleted portion of the contract. Of course, in 
the case of the negotiation of a settlement, the contractor is not required to apply 
this formula, but to the extent that the formula represents a statement of the prin- 
ciples of an equitable determination of the profit allowance it can serve as a 
valuable guide.?54 

g. In the case of a termination of a contract at an early stage of the work there- 
under there may be little data available with respect to the contractor’s actual 
costs and probable rate of profit. Under these circumstances the contracting 
officer might consider the contractor’s statement of estimated costs furnished at the 
time the contract was negotiated,?> the contractor’s profits on other work and 
any available information with respect to the profits of similar contractors on 
similar work. 

10. Where the evidence indicates that the contractor would have sustained a 
loss if he had completed his contract this would be a factor for the contracting 
officer to weigh, along with all other factors. Where the contracting officer is 

*2°PR 15-449. 

ee %31 House Hearings 42. 


382PR 15-451.2. 288 PR 15-451.1. 
884 PR 15-450. 285 OPI 13,001. 
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following the “Inventory Method” a contractor’s indicated loss is automatically 
taken into account, since there will be no profit to be added to the costs with 
respect to the uncompleted portion of the contract. Where the “Total Cost 
Method” is being used the contracting officer is expressly instructed to adjust the 
amount deducted for payments for completed items to reflect the indicated loss.*8¢ 


11. The negotiated settlement, however, is not to include those portions of the 
contract still uncompleted but with respect to which the Government has agreed 
to reimburse the contractor on a cost basis. Typical is the contract under which 
the contractor is to acquire, or produce and use, certain facilities, the cost of which 
is to be borne by the Government. Such costs are eliminated from consideration in 
negotiating the settlement and are determined on the basis of an audit.?57 


Admittedly, these criteria are couched in general terms and seem to establish 
no fixed standards. But in this fact lies the keystone of the negotiated settlement; 
it represents the element which preserves the basic flexibility by enabling the con- 
tracting officer to engage in a process of “give and take”?** with the contractor 
and leaves him free to arrive at the fairest possible settlement in each situation.*®® 


Formula Settlement 

While experience to date indicates that the number of terminations which will 
be settled by formula is negligible,?*° provision has been made in paragraph (d) 
of the standard forms of termination articles for those cases in which the con- 
tracting officer and the contractor will be unable to agree upon the amount to be 
paid to the contractor to compensate him for his costs and profit with respect to the 
uncompleted portion of the contract. This paragraph in the old form provides that 
if no negotiated settlement of this amount is arrived at within ninety days from the 
effective date of the termination notice, or within any agreed extension of this 
period, the contractor is to be compensated for his actual costs with respect to the 


#86 PR 15-452.2. 

287 PR 15-421.4. 288 House Hearings 43. 

289 PR 15-220(1) requires the establishment, for the assistance of each contracting officer engaged in 
the termination of contracts, of an advisory board to review each proposed settlement involving a pay- 
ment of more than $5,000 on the uncompleted portion of the contract. This review is to take place 
prior to the execution of any settlement agreement by the contracting officer. PR 15-220(3) requires 
a similar review in the office of the chief of the technical service concerned of every proposed settle- 
ment agreement or partial payment involving the payment of more than $1,000,000. “It became 
apparent shortly after the publication of PR 15-220 that such mandatory centralized review of settle- 
ments would greatly delay terminations. Experience has shown that large termination settlements, 
must take place over a period of some weeks, on the basis of piecemeal approval of various separate 
steps and stages of the settlement, such as settlement of particular subcontracts, sales of inventory or 
portions of inventory, payments for particular portions of inventory, and similar steps. To require a 
Washington approval of a final settlement means that either (a) approval is given of a settlement 
which in large part has already taken place in sections, or (b) substantial delays occur while Washington 
approval of each ‘step in the settlement is obtained. Accordingly, for the Ordnance Department and 
the Army Air Forces—those are, of course, two of the largest contracting branches—the provisions 
of PR 15-220 have been temporarily suspended while studies are being conducted in procurement offices 
in various parts of the country in an attempt to work out review procedures which will best accomplish 
the dual objective of protecting the Government's interests and of handling a large volume of termi- 
nations effectively and rapidly.” (Under Secretary of War Patterson, Senate Hearings 305.) 

249 See supra, note 71. 
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uncompleted portion of the contract, for his actual costs in settling or discharging 
his obligations with respect to the uncompleted portion of the contract at amounts 
approved by the contracting officer,?*1 and for his profit with respect to the un- 
completed portion of the contract computed by estimating the total profit if the 
contract had been completed and multiplying that estimate by the estimated per- 
centage of completion of the uncompleted portion of the contract. Paragraph (d) 
of the new standard form, which has previously been discussed,*** differs chiefly 
in that it substitutes definite profit percentages for this method of computing profit 
on the basis of estimates, and requires the application of these percentages to cost 
figures determined in accordance with this new paragraph (d). 

Because of this provision the formula settlement probably necessitates a con- 
siderably more detailed audit by the contracting officer’s accounting personnel in 
order to determine such actual costs, and the submission to the General Account- 
ing Office of the evidence upon which the settlement is based,*** although no 
further audit will be required with respect to the contractor’s settlements of his 
obligations and commitments to his subcontractors which have previously been 
approved by the contracting officer.2** It is this necessity for an audit and the 
collection and submission of specific evidence which makes the negotiated settle- 
ment so much more preferable than the formula settlement, as previously indi- 
cated.245 Similarly, any termination article which provides for the payment of 
“costs” with respect to the uncompleted portion of the contract and makes no 
provision for some form of negotiated settlement is less preferable than one which 
provides for the negotiation of a settlement. While the principles of cost determi- 
nation set out in PR 15 are not applicable to a settlement by formula under the old 
standard form,?*® it is probable that to a large extent the cost definitions set forth 
therein?*? will nevertheless be applied in determining allowable costs under a 
formula settlement, since those principles and definitions constitute a reasonable 
and workable standard for determining the cost items which should or should not 
be allowed as having been incurred with respect to the uncompleted portion of a 
contract. These principles are expressly made applicable to formula settlements 
under the new article, by paragraph (h) thereof. 

Clearly, any determination of “actual costs” or of “profit” for the purposes of a 
formula settlement is a determination of fact.24® Therefore, if a contracting officer 
and a contractor do not agree as to any portion or all of the contracting officer’s 
determination of such actual costs the contractor has his recourse in the form of an 
appeal under the particular “Disputes” article?*® set forth in the contract. The 
cost and profit as fixed in the foregoing manner represent the contractor’s com- 


241 See supra 474. 


242 Supra 456 ff. 48 See supra 463. 
244 See PR 15-325.2(2). *45 See PR 15-401; see supra 464. 
*OPR 15-421.2. *47 See PR 15-481—15-485. 


#48 See U. S. v. Callahan-Walker Const. Co. 317 U. S. 56 (1942), holding that the determination 
of an “equitable adjustment” is a determination of fact. 
349 See PR 326. 
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pensation with respect to the uncompleted portion of the contract, subject to such 
review as the General Accounting Office may make of the audit and other evidence 
furnished to support the contracting officer’s finding as to the amount of such com- 
pensation. Since the compensation is based on a finding of actual costs and actual 
profit earned there is no doubt that this finding must be supported by evidence 
which will be regarded as adequate by the General Accounting Office.?5° 


Equitable Adjustments under “Changes” Articles 

Most Government contracts contain a “Changes” article which authorizes the 
Government to order changes in the drawings, or specifications, and sometimes in 
the rate or quantity of deliveries.2° That article generally provides, in effect, 
that where the nature of the change is such that it will increase or decrease the 
contractor’s costs an “equitable adjustment” is. to be made in the contract price. 
It would appear that many of the problems confronting a contracting officer in con- 
nection with the termination of a contract may also confront him in connection 
with a change in drawings, specifications, packing, delivery or quantities required 
under a contract. For example, there may frequently be problems involving the 
disposition of property not necessary for the performance of the contract as changed, 
Certainly there will be problems of determining the contractor’s costs and of how 
he is to present such costs. Likewise, there may be problems of determining a 
proper allowance for profit on work in process which the change has made un- 
necessary. The very term “equitable adjustment” suggests negotiation between 
the contracting officer and the contractor with respect to the amount of the increase 
or decrease in the contract price necessitated by the change. While this situation 
is nowhere mentioned in PR 15 or in TAM it is believed that, to the extent that 
the problems are similar, the principles set forth in PR 15 and TAM, particularly 
those relating to cost determinations and profit allowances, should be made ex- 
pressly applicable to a determination of the equitable adjustment in connection with 
a change order. Whether or not this is done, however, it is probable that contract- 
ing officers and contractors confronted with a necessity for making such equitable 
adjustments will find many valuable procedures and guides in PR 15 and TAM 
which will assist them in making speedy, as well as “equitable,” adjustments. 


Orner Types oF ContTRACTS 


Preliminary Contractual Instruments 

Various forms of preliminary contractual instruments have frequently been used 
to enable contractors to start work immediately on supplies required by the War 
Department, without waiting for the accumulation of the information necessary 
for the negotiation of a definitive contract.*°? These forms have included the letter 
of intent, the letter purchase order, and the letter contract. All of these now have 
been superseded by the letter order in two different forms, one with no price 


250 See supra 462. 
251 See PR 1301.2, PR 329-A. 252 See PR 303-A. 
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stated?°* and one with a price stated.*°* The letter of intent commonly used 
stated that it was the intention of the Government to place a contract for a specified 
item, authorized the contractor immediately to purchase materials and equipment 
necessary for the manufacture of that item, up to a stated amount, and provided that 
if no contract was entered into prior to a specified date the Government would re- 
imburse the contractor “for the costs incurred” by him. The letter purchase order 
actually placed an order for a specified item, but price, delivery schedules and the 
terms and conditions of the contract were left to further negotiation. Under it the 
contractor was authorized immediately to procure the necessary materials and 
equipment and begin the manufacture of the item. If the letter purchase order 
were terminated for any reason before a definitive contract was executed the Govern- 
ment bound itself to reimburse the contractor “for the costs incurred in the per- 
formance of this order.” It also provided that “all applicable clauses required by . . . 
Procurement Regulations to be included in contracts for supplies of the kind” cov- 
ered by the order were incorporated therein by reference. The letter contract was a 
similar instrument, except that it was actually a contract for a definite quantity 
at a definite price. It contained a provision for payment of “a sum equal to reim- 
bursement for all costs incurred . . . in connection with the performance” of the 
contract in the event of termination, and also contained the foregoing provision with 
respect to the incorporation by reference of all clauses required by Procurement 
Regulations. 

So far as termination is concerned, therefore, the letter of intent presents no 
problem, at least with respect to determining what procedure is to be followed. 
The agreement of the Government to reimburse the contractor for his “costs” 
again means reimbursement on the basis of an audit and specific evidence. The 
letter purchase order and the letter contract, however, present an interesting prob- 
lem, because of the provision for incorporation by reasons of the applicable manda- 
tory clauses. One of such clauses is the standard form of termination article. The 
express agreement in the letter purchase order and the letter contract to reimburse 
for “costs” with no mention of any profit is clearly inconsistent with paragraph (c) 
of the standard forms, providing for a negotiated settlement with respect to such 
costs, plus a profit on the uncompleted portion of the contract. Therefore, con- 
siderable doubt is cast on the incorporation of the termination article because of this 
specific language in the letter purchase order and the letter contract. While it 
might be said that even if this is so the remainder of the standard form is never- 
theless incorporated by reference, there would be little practical value to this 
result without the provision for the negotiated settlement. 


Since the letter of intent, letter purchase order and letter contract were superseded 
by the letter order form, this problem has been solved because this form contains a 
complete provision for termination®®> based on a negotiated settlement, and per- 
mission has been granted for the addition of this form of termination article 


253 PR 1307. 





354PR 1308. 255 PR 1307.6, 1308.6. 
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by supplemental agreement to existing letters of intent, letter purchase orders and 
letter contracts when any of such instruments is about to be terminated, or even 
after notice of termination has been served.?°* The termination article contained 
in the new letter order form provides that upon termination of the letter order the 
Government and the contractor will attempt to negotiate a settlement “of the amount 
to be paid by reason of such termination.” This settlement is to include “such 
allowance of profit . . . with respect to the work done . . . as the contracting 
officer may find reasonable under all the circumstances.”?5* However, no allowance 
for profit is to be made where the letter order is terminated because of the in- 
ability of the Government and the contractor to agree upon a definitive contract to 
supersede the letter order. Provisions substantially similar in effect to those in the 
standard form of termination article with respect to the sale or retention by the 
contractor of property on hand, the vesting in the Government of title to all the 
property in the possession of the contractor after payment of the termination costs 
and the making of partial payments are also included. 

The authority to include this termination article in existing letters of intent, 
letter purchase orders and letter contracts, however, expressly forbids the inclusion 
of the foregoing provision authorizing an allowance to a contractor of a profit on 
work done under the preliminary contractual instrument.?°* Since it is the estab- 
lished War Department policy to have such preliminary contractual instruments 
superseded by definitive contracts as quickly as possible,?°® it would appear that 
this express prohibition is designed to act as a strong inducement to contractors 
to enter into such definitive contracts at the earliest opportunity. It has that effect 
because the definitive contract will contain the standard form of termination 
article, under the terms of which the contractor does receive an allowance for profit 
on work done with respect to the uncompleted portion of the contract. 

In general, policies and procedures applicable to terminations of definitive con- 
tracts containing the standard form of termination article are to be applied to termi- 
nations of preliminary contractual instruments subject, of course, to such modifica- 
tions as may be necessary because of any differences between a preliminary con- 
tractual instrument and a definitive contract.*®° Therefore, to a very large extent, 
all of what has been said heretofore concerning the termination of definitive con- 
tract applies to the termination of such preliminary contractual instruments. Clearly 
this is desirable; it results in uniformity of procedure, certainty on the part of con- 
tractors and contracting officers as to what the procedure will be and gives a con- 
tractor under a terminated preliminary contractual instrument the benefits of the 


*59PR 15-107.2(2), 15-701.2. 
*°7 This provision for profit may be included only where the conditions set forth in PR 303-A.1 are 


met. These conditions are (1) that the Government is unable, in the particular case, to furnish full 


specifications or necessary information so that the letter order will necessarily remain in effect for a 
considerable period of time, or (2) that the contractor is willing to quote a reasonable fixed price but 
the Government, for its own convenience, is unwilling immediately to negotiate a definite contract. 


258 PR 15-701.2. 
25° PR 303-A. °° PR 15-702. 
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the foregoing termination policies and procedures. 


which further negotiations are still necessary to arrive at a substantial mc 
the minds of the parties. 


Lump Sum Construction Contracts 


building. 


28 PR 324.1. #64 PR 15-912.1, notes 1 and 3. 
35 PR 324.1, par. (d) (3). 26° PR 15-325.2, notes 1 and 2. 
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speed and equity which the contractor under a definitive contract gains under 


While it has thus far been omitted from the discussion, the Notice of Award?®! 
is also a preliminary contractual instrument in a sense, because it is a binding 
contractual instrument based on an offer by a contractor which is accepted by a 
contracting officer, but which will eventually be superseded by a definitive con- 
tract. However, the Notice of Award contains no provision for termination. For 
this reason it may be terminated and settled on the same basis as a definitive con- 
tract which contains no termination article.2®* This gives the holder of a Notice 
of Award some advantage over a holder of a letter of intent, letter purchase order 
or letter contract in that on termination he might receive an allowance for profit 
with respect to work done. However, this distinction is probably correct since 
the notice of award represents a contract with respect to which all important pro- 
visions have been agreed upon, while the other instruments represent situations in 


ing of 


A construction contract, by its very nature,-differs from a supply contract in 
that the construction contract typically is a contract for one complete item, i.e., 
the building to be constructed, while the supply contract is a contract for a number 
of items each of which has its separate contract price. Therefore, on termination 
a supply contract may be divided into a completed and uncompleted portion, while 
a construction contract cannot; on termination there is only an uncompleted 


Except for such variations as might be necessitated by this difference in the 
essential nature of the two types of contracts the prirtciples and procedures applicable 
to their termination would be expected to be the same. This, as a matter of fact, 
is precisely the situation under PR 15. The contract article for the termination of 
lump sum construction contracts®®* is similar to the old form of termination 
article except that under paragraph (c) the negotiated settlement is applicable to 
all the work covered by the contract and not merely to the uncompleted portion 
of the contract. On the basis of this article all of the procedures in PR 15 with 
respect to lump sum supply contracts are applicable to lump sum construction con- 
tracts, subject to such modifications as are required by the fact that the article is 
not restricted to the uncompleted portion of the contract. Thus the form of notice 
of termination is the same except that it is not limited to the uncompleted portion 
of the contract.26* The same is also true with respect to the formula provisions 
of the construction termination article,2®* the settlements with subcontractors,?®* 


961 OPI 13,002. 262 PR 15-702. See PR 15-311 and supra 467. 
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the contractor’s cost statement and proposal for settlement,?*? the making of 
partial payments,?*8 and the form of the final settlement agreement.2°® 


Cost-Plus-a-Fixed-Fee Contracts 


The termination of a cost-plus-a-fixed-fee contract presents its own peculiar prob- 
lems as well as many of the problems encountered in the termination of a.lump 
sum contract. These special problems arise out of the special nature of the cost- 
plus-a-fixed-fee contract, a contract under which the contractor is to receive all of 
his actual costs as defined by the contract itself, plus a fixed fee instead of a profit, 
a fixed fee which is smaller than the profit on a lump sum contract because of the 
lesser risks borne by a cost-plus-a-fixed-fee contractor. Typical of such problems 
are the determination and reimbursement to the contractor of his actual costs both 
before and after service of the termination notice, adjustment of the contractor's 
fixed fee, disposition of property and settlement of terminated subcontracts, both 
lump sum and cost-plus-a-fixed-fee. 

The cost-plus-a-fixed-fee termination articles heretofore in use have generally 
followed substantially the forms set out in PR 15-903 and PR 15-905. With respect 
to termination for the convenience of the Government these articles provide that 
such termination may be ordered at any time by a written notice from the con- 
tracting officer to the contractor, setting forth the time and manner of the termina- 
tion. Unless otherwise directed the contractor must immediately discontinue all 
work and the placing of orders, and must cancel promptly all existing orders and 
subcontracts in so far as they are chargeable to the contract. Thereupon the 
Government assumes and becomes liable for all obligations, commitments and 
claims previously incurred by the contractor in connection with the work to the 
extent that they are reimbursable under the terms of the contract.27° Reimburse- 
ment of the contractor’s costs prior to termination is to be completed in accordance 
with the cost provisions of the contract; he is also reimbursed for post-termination 
expenses incurred with the approval of the contracting officer. With respect to 
fixed fees, PR 15-903 (the Ordnance form) provides that the contractor is to be 
paid all those fixed fees which have “accrued” at the date of termination; PR 
15-905 (the Army Air Forces Form) provides that the contractor is to be “paid 
a percentage of the fee . . . equivalent to the percentage of completion of the 
contract.” 

Obviously many of the termination procedures applicable to lump sum contracts 
will be applicable to cost-plus-a-fixed-fee contracts containing such an article.?” 
Thus, the preliminary steps prior to service of a notice of termination,*** such as 
consideration of the factors which will determine whether a particular cost-plus- 
a-fixed-fee contract is to be terminated, authorization from the chief of the technical 


267 PR 15-400, notes 1 and 2. 

268 PR 15-502, note I. 26° PR 15-932. 

270 As a practical matter, however, many cost-plus-a-fixed-fee contractors regard this as only a 
secondary obligation and are actually settling these items themselves wherever possible. 

871 See PR 15-651.1. 272 See supra 467. 
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service for the termination, the possibility of avoiding termination charges, the scope 
of the proposed termination, the preliminary conference with the contractor either 
prior to or immediately after service of the termination notice in order to acquaint 
him with his responsibilities and arrange a program for the termination of sub- 
contracts, the disposition of property and the receipt from subcontractors of their 
inventories and proposals for settlement, are in many respects very similar, except 
that the contractor does not prepare any proposal for settlements, since he is re- 
imbursed on an actual cost basis. The form of the termination notice®* is similar 
to the notice used in the case of the termination of a lump sum contract? except 
that there is no request for the contractor to furnish a proposal for settlement. 

However, there are also certain necessary differences in procedure. The con- 
tractor’s own costs, both prior to termination and incurred in connection with the 
termination, are presented by him for reimbursement in accordance with the appli- 
cable cost and reimbursement provisions of the particular contract and, except for 
the claims of subcontractors which the contractor settles himself,?™ are then 
audited by the same personnel and pursuant to the same procedures as have been 
utilized and applied in connection with the previous reimbursement vouchers sub- 
mitted by the contractor. This creates no special burden since such audits were 
contemplated when the contract was originally entered into and the necessary 
machinery for such audits exists for each cost-plus-a-fixed-fee contract. 


With respect to the adjustment of the fixed fee on termination, PR 15-651.9 
says merely that it shall be made “in accordance with the terms of the terminated 
contract.” As indicated above the Ordnance and Air Forces?*® forms have different 
provisions with respect to this adjustment. The Ordnance form, which provides 
for the payment of “accrued” fixed fees raises the problem of whether the con- 
tractor is to be paid any fee on work in process at the time of termination. Since 
it can readily be argued that the word “accrued” includes fees partially earned in 
processing such uncompleted work, and since this interpretation will do sub- 
stantial justice to the contractor, it would appear that this interpretation should 
be adopted when the problem actually arises. Especially is this so in view of the 
fact that the Air Forces form raises no such problem, but by providing that the 
contractor is to receive a percentage of the fee equivalent to the percentage of com- 
pletion of the contract it clearly authorizes payment of a pro tanto portion of the 
fixed fee on work in process at the time of termination. Certainly there is no basis 
for any distinction between Ordnance contractors and Air Forces contractors on 


this matter. 
Disposition of property in the possession of a prime contractor or subcontractor 
under a terminated cost-plus-a-fixed-fee contract also presents some differences from 


273PR 15-9141. 274 See supra 468. 
275 Pursuant to PR 15-651.3(2) these are treated in the same manner as subcontracts under a lump 


sum contract. 
27° These two services have by far the greatest majority of War Department cost-plus-a-fixed-fee 


contracts. 
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the disposition of property under a terminated lump sum contract.?** Cost-plus-a- 
fixed-fee contracts generally provide that title to property acquired in connection 
with the performance of such contracts passes to the Government on arrival at the 
site of the work or at an approved storage site. Consequently such property must 
be disposed of in accordance with the regulations applicable to the disposition of 
Government property.*"* These regulations authorize the making of negotiated 
sales of such property, but such sales may be made only to war contractors or their 
employees or suppliers, and must be made by Government contracting officers. Also 
applicable is the statute requiring that the proceeds of such sales be forwarded to 
the Treasury as miscellaneous receipts,?"® so that they may not be applied against 
the contract. However, in May 1943 the Judge Advocate General ruled?®° that a 
provision?®! might properly be inserted in existing cost-plus-a-fixed-fee contracts 
under the terms of which Government-owned property in the possession of the 
cost-plus-a-fixed-fee contractor might be disposed of by the contractor at the direc- 
tion of, or with the approval of, the contracting officer. Since then this provision 
has been incorporated in numerous cost-plus-a-fixed-fee contracts. Because it author- 
izes disposition of property by the contractor himself, subject only to the prior 
approval or subsequent ratification of the contracting officer, and because the pro- 
ceeds of such disposition may be applied in reduction of any payments to be made 
by the Government to the contractor under the contract, the use of this provision 
presents many advantages over disposing of such property directly by the Govern- 
ment, both from the point of view of flexibility in the manner of disposition and 
applicability of the proceeds to the particular contract. Property in the possession 
of a subcontractor under a terminated cost-plus-a-fixed-fee contract is to be disposed 
of in accordance with the foregoing if title to such property has passed to the 
Government.?®? If title to such property has not passed to the Government dis- 
position is to be made by the same method as is applicable to property in the 
possession of a subcontractor under a terminated lump sum contract.?®* Property 
which has become affixed to Government real estate is to be disposed of in accord- 
ance with the statutes applicable to Government real estate?** and with any pro- 


277 See supra 471. *78 See PR 7, especially Section II. 

27° 19 Strat. 249 (1877), 31 U. S. C. 1940 ed. §487. 8° SPJGC 1943/6630, May 14, 1943. 

781 PR 363, which reads as follows: 

“It is recognized that property (including without limitation machine tool and processing equip- 
ment, manufacturing aids, raw, manufactured, scrap and waste materials), title to which is or may 
hereafter become vested in the Government, will be used by or will be in the care, custody or 
possession of the contractor in connection with the performance of this contract. With the approval 
in writing of the contracting officer (whether such approval is given prior to or after the giving 
of a notice of the termination of this contract for the convenience of the Government), the contractor 
may transfer or otherwise dispose of such Government-owned property to such parties and upon such 
terms and conditions as the contracting officer may approved or ratify, or, with like approval by the 
contracting officer, the contractor may itself acquire title to such property or any of it at a price 
mutually agreeable. The proceeds of any such transfer or disposition or the agreed price of any 
property, title to which is so acquired by the contractor, shall be applied in reduction of any pay- 
ments to be made by the Government to the contractor under this contract, or shall otherwise be 
paid in such manner as the contracting officer may direct.” 

282 PR 15-651.6(2). 285 PR 15-651.6(2), (3). See supra 472. 

284 Fg. 43 U. S.C. 1940 ed. ch. 16. 
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visions of the terminated contract as to such disposition, including options to the 
contractor to purchase.?*5 

The procedure applicable to the termination and settlement of subcontracts 
under a terminated cost-plus-a-fixed-fee prime contract represents a combination of 
procedures peculiar to the termination of cost-plus-a-fixed-fee contracts and of 
procedures heretofore discussed with respect to the termination of lump sum 
contracts. So far as possible the latter procedures, built around the negotiated settle- 
ment, are made applicable to lump sum subcontracts.?®* Thus such a subcontractor 
is to furnish an inventory and a proposal for a negotiated settlement.*** ‘There- 
after a settlement is to be negotiated with him either by the Government or the 
prime contractor, depending on the form of the termination article in the terminated 
cost-plus-a-fixed-fee contract. In most cost-plus-a-fixed-fee contracts entered into 
heretofore this article provides that on termination the Government “shall assume 
and become liable for all obligations, commitments and claims” incurred by the 
contractor in connection with the work.?** Under such a provision the contractor’s 
obligation is only to secure an inventory and proposal for settlement from each 
subcontractor and furnish it to the contracting officer. Thereafter it is the contract- 
ing officer’s responsibility to negotiate a settlement with the subcontractor.*®® Where 
the contracting officer settles with subcontractors under cost-plus-a-fixed-fee con- 
tracts, settlements are to be made in accordance with the provisions of PR 15 relat- 
ing to the settlement of subcontracts under lump sum prime contracts, in so far as 
applicable.?° . 

Obviously such a procedure has its disadvantages from the point of view of 
the most effective method of settling such subcontracts. The prime contractor, as 
the one who has dealt with the subcontractor, is in the best position to pass on 
his statement of charges and to negotiate a settlement with him. Many cost-plus- 
a-fixed-fee prime contractors, recognizing the merits of this approach, are actually 
settling with their subcontractors themselves. In order to encourage and spread 
this practice, numerous existing cost-plus-a-fixed-fee contracts have been amended 
to include a new termination article, the principal innovation of which is a pro- 
vision that settlements with respect to terminated lump sum subcontracts are to 
be made by the prime cost-plus-a-fixed-fee contractor by negotiation with each sub- 
contractor. Each such settlement is expressly made subject to the approval of the 
contracting officer. Such settlements are to be negotiated in accordance with the 
regulations applicable to the settlement of lump sum subcontracts under lump sum 
prime contracts, in so far as applicable.*®! Thus the most effective method of settling 
terminated lump sum contracts is made available for use in all cost-plus-a-fixed-fee 
prime contracts, a step which the War Department encourages as a matter of gen- 


285 PR 15-651.6(4). 

286 PR 16-651.3(2). Pursuant to PR 15-651.5 cost-plus-a-fixed-fee subcontracts are to be settled 
on the basis of an audit and reimbursement in accordance with their terms. 

287PR 15-651.2. 

°° PR 15-903(3) (a), 15-905(2) (a). 8° PR 15-651.3(1). 

290 PR 15-651.3(2). 21 See supra 473 ff. 
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eral policy.?®2 The settlement of terminated lump sum subcontracts by negotiation 
between the prime cost-plus-a-fixed-fee contractor and the subcontractor raises the 
question of the extent of documentation which will be required to support reim- 
bursement to the prime contractor of the amount paid by him, with the approval 
of the contracting officer, to the lump sum subcontractor pursuant to such negotia- 
tion. Apparently such amounts will be reimbursed to the prime contractor with- 
out being questioned by the General Accounting Office. Thus, in a decision dated 
June 19, 1943,2°% the Comptroller General stated: 


“Since the latter sum . . . represents the cancellation charge duly agreed upon by 
the (subcontractor) and prime contractor, apparently without concealment, misrepresen- 
tation or fraud, it seems clear that reimbursement of the same under the prime con- 
tract cannot be held to be objectionable as a matter of law.”294 


During the process of finally determining the amount due on a terminated cost- 
plus-a-fixed-fee contract, partial payments based on approved reimbursement vouchers 
or fixed fee vouchers may be authorized by the contracting officer.2®® PR 15-655 
states that when the final determination has been made of the costs to be reim- 
bursed and the portion of the fixed fee to be paid a final settlement agreement is to 
be entered into concurrently with the final payment, as a supplement to the termi- 
nated contract. This agreement is to state the amount of such final payment, the 
terms of any adjustment of the fixed fee, that all Government property theretofore 
undisposed of has been delivered to the Government (such property is to be listed or 
a list incorporated by reference), will contain mutual releases by the contractor and 
the Government and will state in detail any exceptions to said release.2®* How- 
ever, since the execution of this agreement completely closes out the contract, cost- 
plus-a-fixd-fee contractors prefer not to execute such an agreement, principally be- 
cause they do not know what action the General Accounting Office will take on 
reimbursement vouchers still to be reviewed by that office. There can be no real 
objection to this position, so long as the contractor agrees in some definitive form 
that no further costs will be submitted for reimbursement and that the amount 
of the fixed fee to be paid has been finally adjusted. 


TERMINATIONS AND THE CONGRESS 


No discussion of the War Department’s termination procedures would be com- 
plete, nor could those procedures be fairly and properly evaluated, without some 
consideration of the exhaustive scrutiny to which they have recently been subjected 
before the Congress. That scrutiny was largely in the form of hearings lasting 
almost two full months before the full House Military Affairs Committee and a 


292 PR 15-651.4(2). 

°° MS B-34255, June 19, 1943. 

°° Cf. the statement of the Comptroller General, infra 504, to the effect that there is no legal objec- 
tion to the negotiated settlement of terminated lump sum contracts. 

295 PR 15-654. 

2° The form of this final settlement agreement is set out in PR 15-933. 
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subcommittee of the Senate Military Affairs Committee;?®" among those testifying 
were the Under Secretary of War, the Under Secretary of the Navy, the Comp- 
troller General, the Attorney General, the Secretary of Commerce, the Chairman 
of the War Production Board, the General Counsel of the Treasury Department, 
the Commissioner of Labor Statistics, the Chairman of the Smaller War Plants 
Corporation, the Chairman of the Maritime Commission, the President of the 
American Federation of Labor,?®* and numerous representatives of the automotive, 
aircraft, shipbuilding and other industries directly connected with the war pro- 
curement program. ‘The witnesses were unanimous as to the need for speedy, 
fair and final termination settlements. The hearings therefore devolved into a 
discussion of whether the negotiated settlement as previously described, was the best 
means to that end, with Under Secretary of War Robert P. Patterson as its prin- 
cipal protagonist and only the Comptroller General objecting to its use for that 


purpose.?9° 

These extended hearings®°® were precipitated by a letter?°t which the Comp- 
troller General, on September 20, 1943, wrote to Senator James E. Murray, in 
response to the Senator’s request for comments on S. 1268, a bill dealing with 
interim financing of terminations,®°? which was then being considered. After 
commenting on this bill the Comptroller General discussed the War Department’s 
negotiated settlement procedure as an example of “a growing tendency on the part 
of some administrative departments and agencies, by means of regulations or con- 
tract provisions, to vest in contracting officers or their representatives final authority 
to adjust and settle claims against the United States in derogation of the authority 
and jurisdiction vested in the General Accounting Office by the Budget and Account- 
ing Act of 1921, 21 U. S.C. 41.” He further stated that in his opinion the negotiated 
settlement procedure, under which contracting officers would be authorized to con- 
clude final settlements, would not adequately protect the interests of the United 
States, and concluded with a recommendation “that specific provision be made in 
any legislation which may be enacted to insure that the General Accounting Office 
may make a proper audit and review of the claims asserted in connection with the 
settlement of the Government’s obligations under terminated contracts,” and pre- 
sented a draft of such legislation. 

On October 15, 1943 Under Secretary Patterson appeared before the full House 
Military Affairs Committee to explain the necessity for the negotiated settlement 

*°7 Hearings have also been held by the Senate’s Special Committee on Post-war Economic Policy 
and Planning under Senator Walter F. George, and by the Truman Committee. 

2°8 He appeared before the Truman Committee; see infra 506. 

*°° Though not represented at any of the hearings, the Board of Governors of the Federal Reserve 
System, on November 17, 1943, issued a statement in which they briefly reviewed the whole problem 
and took an unequivocal position that terminated contracts must be “settled promptly and finally by 
negotiated agreements between the contractor and the procuring agency” and that “settlements so 


negotiated should be final and not subject to review by any other agency except for fraud.” 
*°° Much of the testimony before the Senate Committee was similar to that before the House Com- 


mittee. 
5°LMS B-35374, Sept. 20, 1943. 802 See Cleveland, supra, note 31. 
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and to recommend the adoption of legislation specifically authorizing the use of 
that procedure.8° He pointed out that the termination problem was a present 
problem, the War Department as of August 31, 1943, having completely or partially 
terminated 8,520 contracts with a total of uncompleted work of $5,800,000,000,5 
which was almost $2,000,000,000 more than the total uncompleted portion of all 


contracts terminated at the end of the first World War. Such a volume of termi- ‘ 


nations inevitably affected current production, he said, and also gave rise to fear 
on the part of the contractors as to how such termination would be settled. So long as 
this was uncetain they would be reluctant to expand operations or make extensive 
future commitments. So, for the sake of current production he declared it to be 
necessary to assure both business and labor that workable and definite plans existed 
for a prompt conversion to civilian production. He pointed out the complexity of 
the problem by stating that the War Department alone had over 100,000 prime 
contracts of sufficient size or complications to present real cancellation problems. 
These, in turn, involved at least one million relatively large subcontracts.3° 
To meet this problem the War Department had developed a program which 
it regarded as adequate to meet the present and the conceivable future task. This 
program, he said, has two objectives: 
1. “The fair and final adjustment of canceled contracts at the earliest moment 
consistent with adequate protection of the Government interest.” 
2. “The provision of adequate means for interim financing of contractors 
whose contracts have been terminated.”°°¢ 
The attainment of these objectives he characterized as being “of crucial im- 
portance both to our current production of munitions and to the future economic 
and political stability of the country.”°°7 
He then discussed each of the following principles, adoption of which he 
declared was essential if the objective of fair, prompt and final settlement was to 
be attained: 
1. Termination adjustments must be effected by negotiated agreements. 
2. The negotiations must be final and not subject to reopening by any inde- 
pendent agency, except for fraud. 
3. The negotiations must be conducted by the procurement agencies.*° 
Negotiation was necessary because costs on a terminated contract were not 
susceptible of exact determination by an examination of the contractor’s books, but 
required the composition of honest differences of opinion and the exercise of busi- 
ness judgment, based on adequate data. Agreements made in this fashion had to be 
final, except for fraud, because any review would involve the exercise of new judg- 


8°38 House Hearings 153. Such legislation was then thought advisable because the Comptroller 
General’s letter appeared to question the legality of the negotiated settlement. See Senate Hearings 
317. But see infra 504 for the Comptroller General's statement that he did not raise any question as 
to its legality. 

804 Frouse Hearings 146. Cf. supra 450. mad ff 
= 5679, at 147. adel (-f 

808 77, at 147, 148. See id. at 148-152 for a detailed discussion. 
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ment by the reviewer and would amount to a new negotiation, rendering the first 
useless and preventing any action on the basis of the agreements reached in the 
first negotiation, thereby delaying the whole process. The negotiations had to 
be conducted by the procurement agencies because the problems involved were 
intimately rélated to procurement and could not well be separated without inter- 
fering with procurement. Frequently a contract was terminated to make the 
contractor available for other work, so that the treatment of the termination 
would affect the negotiation of the new contract. In many cases materials and 
work in process could be used on other contracts; only the procurement agencies 
involved could know that. This did not mean that each agency should go its own 
way in establishing its termination policies and procedures. Basic uniformity was 
essential; for that reason the War Department urged the creation of an interdepart- 
mental committee with authority to adopt uniform provisions and basic policies and 
procedures.?°° 

Judge Patterson then proceeded to explain in some detail how the War Depart- 
ment’s procedures for negotiating termination settlements adequately protected the 
Government’s interests and did not authorize contracting officers to make such 
settlements on the basis of unverified cost statements from the contractors. He 
criticized the notion that the negotiations were conducted by one individual, 
pointing out that a complete organization worked on each case. His description of 
the procedures and safeguards was brief but complete, and designed to dispel any 
doubt as to their adequacy. He said: 

“The contractor is first required to submit a detailed inveiitory of work in process 
and materials and a sworn proposal for settlement of the amount due therefor, sup- 
ported by adequate cost schedules. The inventories of property are studied by competent 
Government engineering, salvage, and other technical personnel. Then the property is 
either disposed of or retained by the contractor on terms approved by the Government, or 
it is transferred to the Government. The proceeds of any sale are credited or paid to 
the Government. The cost records of the contractor and his proposal for settlement are 
checked in substantially all cases by Government accounting personnel. This check 
ranges from an office review to a detailed audit, depending on the circumstances of each 
case. In practice the scope of the accounting and audit to be done in each case is 
determined by trained accounting personnel. To economize in the use of personnel and 
because of the necessity for speed, the principles of selective accounting analysis (or 
spot check) are employed wherever possible; the primary object is to test the reliability, 
general fairness, and reasonableness of the contractor’s figures. In cases of apparent 
fraud or attempts to overreach the Government, intensive audit procedures are employed. 
In the check by the Government full use is required to be made of any information about 
the contractor’s accounting methods and business, obtained in statutory renegotiation pro- 
ceedings and in the Government's files. 

“By these methods, the negotiators for the Government have available reliable account- 
ing data and other information on which to reach a fair settlement with the contractor. 
These negotiators are assisted at all stages by Government accounting, engineering, legal, 
fiscal, and technical personnel, all of whom participate in the negotiations and are con- 
sulted where their assistance may be helpful. The settlements eventually reached thus 


°° See supra 451. 
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reflect the deliberations and advice of many different Government representatives, each 
a specialist in some particular field. In addition, the conduct of the negotiations and the 
final agreement are under the supervision of special agencies created for this purpose. 
These include a fiscal representative, under a duty to report to the commanding officer 
whenever, in his opinion, settlements are being improperly handled or considered. 
For each termination settlement appropriate records are kept of all important steps in 
the negotiations and all important actions by the contracting officer in order to indicate 
the essential data on which the negotiations were based. 

“These various measures are carefully designed to provide all necessary protection 
for the interests of the Government.”$10 


On October 18, 1943, Comptroller General Lindsay Warren appeared before 
the same committee. His testimony removed any doubts which had previously 
existed as to his position on the legality of the negotiated settlement procedure. He 
did not “contend that . . . they do not have the right to terminate contracts. 
I say that they do have the right to terminate contracts under the War Powers 
Act, to issue regulations and to make final settlements.”*11_ This therefore framed 
the issue solely as an issue as to the desirability of that procedure. On that issue 
the Comptroller General made himself clear at the outset by stating that “the 
settlement of . . . contracts are being made now and planned for the future under 
orders issued by the War Department without any adequate protection to the 
public interest.”812 His characterization of the safeguards provided by the nego- 
tiated settlement was completely at odds with the foregoing description by Under 
_ Secretary Patterson: 


“And what are these regulations? Well, they place conclusive and final power in the 
contracting officer. Even the auditors of the War Department who are instructed as to 
their duties and procedures in the regulations are cautioned to be constantly reminded 
that their findings are only for the information of the contracting officer and that he is 
not bound by anything they may produce or recommend, but have a free hand. The 
spot check it authorizes in some instances is an insult to proper audit of a matter of 
this magnitude. They require no verification of the contractor’s statement of cost, unless 
specifically directed to do so by the contracting officer, which probably would only be 
done in exceptional cases. Under the authority granted to contracting officers by the 
regulations, it would be possible for them to negotiate a settlement with the contractor 
without any audit or verification of the items asserted by the contractor as constituting 
his claim. They provide that in such negotiations no documentary evidence such as is 
in force on cost-plus contracts shall be submitted to the disbursing officer and that such 
determination shall neither be reviewed by the disbursing officer nor the General 
Accounting Office.”$18 


Indeed he specifically questioned the adequacy of the procedure described by 
the Under Secretary because there was “nothing in the regulations of the War 


810 House Hearings 151, 152. See id. at 39 for a good description of a contracting officer as “a 
large corporate entity.” 

811 71d, at 220. See Senate Hearings 343, where Attorney General Francis Biddle said that “under 
the law the contracting officers already had the power to negotiate and terminate contracts, irrespective 
of the (First) War Powers Act, and that there is nothing in that statute which changed that legal 
power of the contracting officers.” 

*12 17, at 189, 190. read. at. 101. 
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Department which have been brought to my attention to date in any way requiring 
the contracting officer to rely upon the assistance, information and advice thus to 
be available to him and nothing therefrom which would restrict his freedom of 
action in negotiating termination settlements finally and conclusively.”*14 


To substantiate his position that contracting officers should not have conclusive 
and final authority. over termination settlements, the Comptroller General pro- 
duced 270 cases “pulled at random” to illustrate the sort of items War Department 
contracting officers had been allowing on cost-plus-a-fixed-fee contracts, which had 
been suspended or disallowed by his office.34® Instead of vesting final authority 
in contracting officers he urged a review of termination settlements by an inde- 
pendent agency, such as the General Accounting Office which is an agency of Con- 
gress, and which he heads. He recognized the necessity for some partial payments 
to a contractor while this review was in process, and therefore proposed a payment 
not in excess of 75% of the amount preliminarily determined by the procurement 
agency to be due, this payment to be subject to the final determination of the 
General Accounting Office.37¢ 


Under Secretary Patterson’s reply to the Comptroller General’s 270 cases took the 
form of a statistical analysis of the extent of actual disallowances by the General 
Accounting Office on War Department vouchers. He cited three facts to support 
his answers: 


1. The General Accounting Office has made no exceptions to 99.5 percent of 
the vouchers submitted to it by the War Department for audit in the 4 months 
ending with August, 1943. Furthermore, the majority of suspensions by the Gen- 
eral Accounting Office are merely temporary, until further supporting documents 
are submitted, and do not involve any real questions as to the propriety of the 
payment. 


2. Aside from items called to its attention by the War Department, disallow- 
ances by the General Accounting Office have currently totaled less than 10 cents per 
$1,000 of expenditures under War Department contracts. 


3. Ninety percent of the money amount of the cases submitted to the Committee 
by the Comptroller General represents either items subsequently allowed by him, 


51477. at 192. But see Senate Hearings 299 ff. and PR 15-304 through 15-306, 15-312, 15-321, 15- 
322, 15-400 through 15-496, 15-532 through 15-534. 

518 See House Hearings 253 for Under Secretary Patterson’s letter of September 25, 1943 to the 
Comptroller General, in which he discussed the cases which hold that where a contract provides for 
the decision of specified matters by a designated official, the decision of that official is final and con- 
clusive on the parties, in the absence of fraud or bad faith, and questioned the authority of the General 
Accounting Office to substitute its judgment for that of the contracting officer who, by the terms 
of the cost-plus-a-fixed-fee contracts involved, was authorized to determine which items of cost were 
to be reimbursable. 

1¢ House Hearings 189, 610; Senate Hearings 211. Representative John M. Costello pointed out 
(House Hearings 235), however, that such a partial payment would be of little value to a contractor 
if the General Accounting Office could subsequently make a determination which might require him 


to return some of it. 
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or items brought to light by the War Department itself in its regular audit, which 
were in the process of correction before they came to his attention.51* 

Then he proceeded to reiterate his insistence on the impracticability of an inde- 
pendent review of termination settlements, which he said would not be “ultimately 
in the public interest” because the inherent delays would both deter war contractors 
from assuming new obligations and would greatly retard the transition to peace- 
time production. 

The foregoing discussion illustrates sufficiently the divergent views of the War 
Department and the Comptroller General concerning the method to be followed 
in arriving at final termination settlements. The committees also heard about 
twenty witnesses from various segments of industry, all of whom testified in favor 
of the negotiation of final termination settlements by the war procurement agencies, 

The War Department’s position in these hearings was also the position taken 
by the Navy Department®?8 and by the Maritime Commission.**® It was also sup- 
ported by the Attorney General,??° the General Counsel of the Treasury Depart- 
ment®21 and the Commissioner of Labor Statistics.222 William Green, President of 
the American Federation of Labor, in the course of testimony before the Truman 
Committee, made the following approving comment on the negotiated settlement: 


“For the termination of war contracts we recommend legislation . . . to provide 
authority to the procurement agencies to negotiate final settlement with contractors on 
the basis of policies and procedures developed by (a policy) council (composed of repre- 
sentatives of management, labor, farmers, the Senate and the House of Represnta- 
tives).”828 


On this same issue Senator James E. Murray, Chairman of the Subcommittee 
of the Senate Military Affairs Committee, before whom much of the foregoing 
testimony was given, and who is vitally interested in the whole problem of termi- 
nation settlements, said: 


“Of course, it would seem to me reasonable that the agency that initiated the con- 
tract—had been in contact with the work throughout—would be in a much better position 
to discover whether or not anything went wrong than an entirely new agency that came 
in after the contract had been terminated.”$?4 


The whole problem therefore resolves itself into a determination of whether the 
negotiated settlement procedure provides adequate protection for the Government. 
On this, no more can be said than was said by Judge Patterson before the Senate 
Subcommittee. After discussing in considerable detail the provisions in PR 15 which 


517 Td. at 251, 252. These were subsequently criticized by the Comptroller General (id. at 512, 
514) as “assertions.” But see id. at 623, 626. 

818 Senate Hearings 266 ff. 

819 Ig. at 177. 820 Td. at 343 ff. 

821 19, at 142, 147. on? 7d. at 152. 

23 Bureau of National Affairs, Washington Daily Reporter System, No. 244, Dec. 3, 1943, A-20. 
No other representatives of labor have taken a public position on this question. 

824 Senate Hearings 312. 
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constitute such protection,®*® and which set forth the War Department regulations 
concerning group action in termination matters; conferences with and instructions 
to the contractor; accounting and auditing of cost statements, sworn to by the 
contractor; preservation of accounting reports; review of subcontractors’ claims; 
application of principles of cost determination; utilization of all persons concerned 
in negotiations with the contractor; and the negotiation of the termination settle- 
ment, he summed up the situation as follows: 


“When all these things have been done, and not until then, is a supplementary 
agreement terminating the contract signed with the contractor. And during the course 
of the negotiations it can be seen that the Government’s interest has been fully pro- 
tected in at least six ways. These are— 

“1, The Government office most familiar with the contract has arrived at a decision 
as to the amount due. 

“2. This decision has been reached not by one man but by a team made up of 
specialized and trained personnel. . . . 

3. The decision was arrived at under regulations which require the development o 

“3, The d d at und ulati hich the devel f 
adequate information. 

4. The decision was arrived at under regulations which provide proper and extensive 

“4. The d d at und lati hich d d ext 
standards for the exercise of judgment. 

5. The entire determination is carried on under the supervision of a responsible, 

“5. The entire det t d der th f bl 
experienced, ranking officer. 

“6. Before it is finally signed the agreement is carefully reviewed. 

“If there are other safeguards which the committee might suggest, we shall be 
pleased to have such suggestions. 

“You may have been led to believe that there was no adequate protection for the 
Government in the War Department’s practice of contract terminations, yet I have 
just given you a brief statement of what actually takes place in our termination activities 
as they are carried on today under the provisions of PR 15. 

“Mr. Chairman, under such regulations and procedures as these, the War Depart- 
ment is not paying out money for things that are not there. 

“In view of the care with which we are checking all claims on termination, it is 
very difficult to see where the addition of another check by a different group of account- 
ants from the General Accounting Office would add to the protection of the Government, 
unless this addition is based on the assumption that one group of Government accountants 
is more honest than another—an assumption that I have not heard offered.”326 


Recent developments indicate that the Congress will adopt the position of the 
War Department that termination settlements should be arrived at by negotiations 
conducted by the procurement agencies, and that such settlements should be final 
and conclusive except for fraud. Thus, the House Military Affairs Committee, 
before whom substantially all of the foregoing testimony was given, announced 
on February 3, 1944 that it had voted by a margin of 13 to 7 for this conclusion.327 
And on February 11, 1944 Senator Murray, for himself and Senator George, Chair- 
man of the Senate Special Committee on Post-War Economic Policy and Planning, 


525PR 15-304 through 15-306, 15-312, 15-321, 15-322, 15-400 through 15-496, 15-532 through 


15-534. 
526 Senate Hearings 305, 306. 
527 Op. cit., supra, note 323, Feb. 3, 1944, A-18. 
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introduced an omnibus termination bill®2® which was the culmination of several 
months study by their committees, Section 6(b) of which provided that 

“,.. any contracting agency may settle any termination claim under any war contract 
by agreement with the war contractor or by determination of the amount due on the 
claim without such agreement, or by any combination of these methods. Where any 
such settlement is made by agreement, it shall be final and conclusive and shall not be 
reopened . . . except (1) to the extent otherwise provided by the terms of the settlement; 
(2) for fraud; (3) upon renegotiation to eliminate excessive profits under the Renego- 
tiation Act, unless exempt or exempted thereunder; or (4) by mutual agreement.” 


CoNcLUSION 


It will be recalled that certain ends were set forth at the beginning of this 
article as those which should be served by any termination provision and the policies 
and procedures which give that provision substance. It has been the purpose of 
this article to demonstrate that these ends are served by the various termination 
articles now used by the War Department and by the policies and procedures estab- 
lished for their application. The keystone of these is, of course, the negotiated 
settlement. Without it there can be no expeditious, equitable and final determina- 
tion of the amounts due contractors whose contracts have been terminated. Un- 
doubtedly, as more experience is acquired in the actual termination and settlement 
of contracts, changes will be made in the details of these policies and procedures; 
indeed, some changes may even have been made between the time this is written 
(February 1944) and the time it is published. The work of the Joint Contract Termi- 
nation Board, for example, will undoubtedly have a great effect on some of these 
policies. Nevertheless the essentials of these policies and procedures must remain 
if current production is to be maintained without the disruption which would be 
caused by uncertainty as to contractors’ rights in the event of termination of any 
of their contracts, and if the post-war transition from production for war to pro- 
duction for peace is to be made easily, speedily and without injury to our economi- 
cal and political stability. 


$28.§. 1718, 78th Cong., 2d Sess. (1944). 
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APPENDIX A 


Unirorm TERMINATION ARTICLE FoR Fixep Price Suppty Contracts 
Article . .. Termination at the Option of the Government. (a) The performance 
of work under this contract may be terminated by the Government in accordance 
with this Article in whole, or from time to time in part, whenever the contracting 
officer shall determine any such termination is for the best interests of the Govern- 
ment. Termination of work hereunder shall be effected by delivery to the con- 
tractor of a Notice of Termination specifying the extent to which performance of 
work under the contract shall be terminated, and the date upon which such termina- 
tion shall become effective. If termination of work under this contract is simul- 
taneous with, a part of, or in connection with, a general termination (1) of all or 
substantially all of a group or class of contracts made by the.................... 
Department for the same product or for closely related products, or (2) of war 
contracts at, about the time of, or following, the cessation of the present hostilities, 
or any major part thereof, such termination shall only be made in accordance with 
the provisions of this Article, unless the contracting officer finds that the contractor 
is then in gross or wilful default under this contract. 

(b) After receipt of a Notice of Termination and except as otherwise directed 
by the contracting officer, the contractor shall (1) terminate work under the con- 
tract on the date and to the extent specified in the Notice of Termination; (2) 
place no further orders or subcontracts for materials, services or facilities except 
as may be necessary for completion of such portions of the work under the con- 
tract as may not be terminated; (3) terminate all orders and subcontracts to the 
extent that they relate to the performance of any work terminated by the Notice 
of Termination; (4) assign to the Government, in the manner and to the extent 
directed by the contracting officer, all of the right, title and interest of the contractor 
under the orders or subcontracts so terminated; (5) settle all claims arising out 
of such termination of orders and subcontracts with the approval or ratification of 
the contracting officer to the extent that he may require, which approval or ratifi- 
cation shall be final for all the purposes of this Article; (6) transfer title and deliver 
to the Government in the manner, to the extent and at the times directed by the 
contracting officer (i) the fabricated or unfabricated parts, work in process, com- 
pleted work, supplies and other material produced as a part of, or acquired in 
respect of the performance of, the work terminated in the Notice of Termination, 
and (ii) the plans, drawings, information and other property which, if the contract 
had been completed, would be required to be furnished to the Government; (7) 
use his best efforts to sell in the manner, to the extent, at the time, and at the price or 
prices directed or authorized by the contracting officer, any property of the types 
referred to in subdivision (6) of this paragraph provided, however, that the con- 
tractor (i) shall not be required to extend credit to any purchaser and (ii) may 
retain any such property at a price or prices approved by the contracting officer; 
(8) complete performance of such part of the work as shall not have been termi- 
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nated by the Notice of Termination; and (g) take such action as may be necessary 
or as the contracting officer may direct for protection and preservation of the prop- 
erty, which is in the possession of the contractor and in which the Government has 
or may acquire an interest. 

(c) The contractor and the contracting’ officer may agree upon the whole or any 
part of the amount or amounts to be paid to the contractor by reason of the total 
or partial termination of work pursuant to this Article, which amount or amounts 
may include a reasonable allowance for profit, and the Government shall pay the 
agreed amount or amounts. Nothing in paragraph (d) of this Article prescribing 
the amount to be paid to the contractor in the event of failure of the contractor 
and the contracting officer to agree upon the whole amount to be paid to the con- 
tractor by reason of the termination of work pursuant to this Article shall be 
deemed to limit, restrict or otherwise determine or affect the amount or amounts 
which may be agreed upon to be paid to the contractor pursuant to this para- 
graph (c). 

(d) In the event of the failure of the contractor and contracting officer to agree 
as provided in paragraph (c) upon the whole amount to be paid to the contractor 
by reason of the termination of work pursuant to this Article, the Government, 
but without duplication of any amounts agreed upon in accordance with paragraph 
(c), shall pay to the contractor the following amounts: 

(1) For completed articles delivered to and accepted by the Government (or 
sold or retained as provided in paragraph (b) (7) above) and not theretofore paid 
for, forthwith a sum equivalent to the aggregate price for such articles computed 
in accordance with the price or prices specified in the contract; 

(2) In respect of the contract work terminated as permitted by this Article 
the total (without duplication of any item) of (i) the cost of such work exclusive 
of any cost attributable to articles paid or to be paid for under paragraph (d) (1) 
hereof; (ii) the cost of settling and paying claims arising out of the termination 
of work under subcontracts or orders as provided in paragraph (b) (5) above, ex- 
clusive of the amounts paid or payable on account of supplies or materials delivered 
or services furnished by the subcontractor prior to the effective date of the notice 
of termination of work under this contract, which amounts shall be included in 
the cost on account of which payment is made under subdivision (i) above; and 
(iii) a sum equal to ........ %o* of the part of the amount determined under 
subdivision (i) which represents the cost of articles or materials not processed by 
the contractor, plus a sum equal to ........ %o** of the remainder of such amount, 
but the aggregate of such sums shall not exceed 6% of the whole of the amount 
determined under subdivision (i), which for the purpose of this subdivision (iii) 
shall exclude any charges for interest on borrowing; 

(3) The reasonable cost of the preservation and protection of property in- 
curred pursuant to paragraph (b) (9) hereof; and any other reasonable cost inci- 


*Not to exceed 2%. 
** To be established at a figure which is fair and reasonable under the circumstances. 














Poicies AND PRocEDURES FOR THE TERMINATION OF War ConTRACTS 511 


dental to termination of work under this contract, including expense incidental to 
the determination of the amount due to the contractor as the result of the termina- 
tion of work under this contract. 

The total sum to be paid to the contractor under subdivision (1) and (2) of 
this paragraph (d) shall not exceed the total contract price reduced by the amount 
of payments otherwise made and by the Contract price of work not terminated. 
Except for normal spoilage and to the extent that the Government shall have other- 
wise expressly assumed the risk of loss, there shall be excluded from the amounts 
payable to the contractor as provided in paragraph (d) (1) and paragraph (d) 
(2) (i), all amounts allocable to or payable in respect of property, which is de- 
stroyed, lost, stolen or damaged so as to become undeliverable prior to the transfer 
of title to the Government or to a buyer pursuant to paragraph (b) (7) or prior 
to the 6oth day after delivery to the Government of an inventory covering such 
property, whichever shall first occur. 

(e) The obligation of the Government to make any payments under this article: 
(1) shall be subject to deductions in respect of (i) all unliquidated partial or pro- 
gress payments, payments on account theretofore made to the contractor and 
unliquidated advance payments, (ii) any claim which the Government may have 
against the contractor in connection with this contract, and (iii) the price agreed 
upon or the proceeds of sale of any materials, supplies or other things retained by 
the contractor or sold, and not otherwise recovered by or credited to the Govern- 
ment, and (2) in the discretion of the contracting officer shall be subject to deduc- 
tion in respect of the amount of any claim of any subcontractor or supplier whose 
subcontract or order shall have been terminated as provided in paragraph (b) (3) 
except to the extent that such claim covers (i) property or materials delivered to 
the contractor or (ii) services furnished to the contractor in connection with the 
production of completed articles under this contract. 

(£) In the event that, prior to the determination of the final amount to be paid 
to the contractor as in this article provided, the contractor shall file with the con- 
tracting officer a request in writing that.an equitable adjustment should be made in 
the price or prices specified in the contract for the work not terminated by the 
Notice of Termination, the appropriate fair and reasonable adjustment shall be 
made in such price or prices. 

(g) The Government shall make partial payments and payments on account, 
from time to time, of the amounts to which the contractor shall be entitled under 
this Article, whether determined by agreement or otherwise, whenever in the 
opinion of the contracting officer the aggregate of such payments shall be within 
the amount to which the contractor will be entitled hereunder. 

(h) For the purposes of paragraphs (d) (2) and (d) (3) hereof, the amounts 
of the payments to be made by the Government to the contractor shall be determined 
in accordance with the Statement of Principles for Determination of Costs upon 
Termination of Government Fixed Price Supply Contracts approved by the Joint 
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Contract Termination Board, December 31, 1943. The contractor for a period 
of three years after final settlement under the contract shall make available to the 
Government at all reasonable times at the office of the contractor all of its books, 
records, documents, and other evidence bearing on the costs and expenses of the 
contractor under the contract and in respect of the termination of work thereunder, 


APPENDIX B 


STATEMENT OF Principtes FoR DeTERMINATION oF Costs Upon TERMINATION 
OF GovERNMENT Fixep Price Suppty Contracts 

1. General Principles. The costs contemplated by this Statement of Principles 
are those sanctioned by recognized commercial accounting practices and are intended 
to include the direct and indirect manufacturing, selling and distribution, adminis- 
trative and other costs incurred which are reasonably necessary for the performance 
of the contract, and are properly allocable or apportionable, under such practices, 
to the contract (or the part thereof under consideration). The general principles 
set out in this Statement are subject to the application of any special provisions of 
the contract. Certain costs are specifically described below because of their particular 
significance, and, as in the case of other costs, should be included to the extent 
that they are allocable to or should be apportioned to the contract or the part 
thereof under consideration. 

(a) Common Inventory. ‘The costs of items of inventory which are common to 
the contract and to other work of the contractor. 

(b) Common Claims of Subcontractors. The claims of subcontractors which are 
common to the contract and to other work of the contractor. 

(c) Depreciation. An allowance for depreciation at appropriate rates on build- 
ings, machinery and equipment and other facilities including such amounts for 
obsolescence due to progress in the arts and other factors as are ordinarily given 
consideration in determining depreciation rates. Depreciation as defined herein 
shall not include loss of useful value of the type covered by subparagraph (f). 

(d) Experimental and Research Expense. General experimental and research 
expense to the extent consistent with an established pre-war program, or to the 
extent related to war purposes. 

(e) Engineering and Development and Special Tooling. Costs of engineering 
and development and of special tooling; provided that the contractor protects 
any interests of the Government by transfer of title or by other means deemed appro- 
priate by the Government. 

(f) Loss on facilities—Conditions on Allowance. In the case of any special facility 
acquired by the contractor solely for the performance of the contract, or the con- 
tract and other war production contracts, if upon termination of the contract such 
facility is not reasonably capable of use in the other business of the contractor 
having regard to the then condition and location of such facility, an amount which 
bears the same proportion to the loss of useful value as the deliveries not made 
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under the contract bear to the total of the deliveries which have been made and 
would have been made had the contract and the other contracts been completed, 
provided that the amount to be allowed under this paragraph shall not exceed 
the adjusted basis of the facility for Federal income tax purposes immediately prior 
to the date of the termination of the contract, and provided further that no amount 
shall be allowed under this paragraph unless upon termination of the contract 
title to the facility is transferred to the Government, except where the Government 
elects to take other appropriate means to protect its interests. 

(g) Special Leases. (1) Rentals under leases clearly shown to have been made 
for the performance of the contract, or the contract and other war production con- 
tracts, covering the period necessary for complete performance of the contract and 
such further period as may have been reasonably necessary; (2) costs of reasonable 
alteration of such leased property made for the same purpose; and (3) costs of 
restoring the premises, to the extent required by reasonable provisions of the lease; 
less (4) the residual value of the lease; provided that the contractor shall have made 
reasonable efforts to terminate, assign, or settle such leases or otherwise reduce 
the cost thereof. 

(h) Advertising. Advertising expense to the extent consistent with a pre-war 
program or to the extent reasonable under the circumstances. 

(i) Limitation on Costs Described in Subparagraphs (d), (e), (f), (g), and (h). 
In no event shall the aggregate of the amounts allowed under subparagraphs (d), 
(e), (£), (g), and (h) exceed the amount which would have been available from 
the contract price to cover these items, if the contract had been completed, after 
considering all other costs which would have been required to complete it. 

(j) Interest. Interest on borrowings. 

(k) Settlement expenses. Reasonable accounting, legal, clerical and other ex- 
penses necessary in connection with the termination and settlement of the contract 
and subcontracts and purchase orders thereunder, including expenses incurred for 
the purpose of obtaining payment from the Government only to the extent reason- 
ably necessary for the preparation and presentation of settlement proposals and cost 
evidence in connection therewith. 

(1) Protection and Disposition of Property. Storage, transportation and other 
costs incurred for the protection of property acquired or produced for the contract 
or in connection with the disposition of such property. 

2. Initial Costs. Costs of a non-recurring nature which arise from unfamiliarity 
with the product in the initial stages of production should be appropriately appor- 
tioned between the completed and the terminated portions of the contract. In this 
category would be included high direct labor and overhead costs, including train- 
ing, costs of excessive rejections and similar items. 

3. Excluded Costs. Without affecting the generality of the foregoing provisions 
in other respects, amounts representing the following should not be included as 
elements of cost: 
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(a) Losses on other contracts, or from sales or exchanges of capital assets; fees 
and other expenses in connection with reorganization or recapitalization, anti-trust 
or federal income-tax litigation, or prosecution of federal income tax claims or other 
claims against the Government (except as provided in paragraph 1(k)); losses on 
investments; provisions for contingencies; and premiums on life insurance where 
the contractor is the beneficiary. 

(b) The expense of conversion of the contractor’s facilities to uses other than 
the performance of the contract. 

(c) Expenses due to the negligence or wilful failure of the contractor to dis- 
continue with reasonable promptness the incurring of expenses after the effective 
date of the termination notice. 

(d) Costs incurred in respect to facilities, materials or services purchased or work 
done in excess of the reasonable quantitative requirements of the entire contract. 

(e) Costs which, as evidenced by accounting statements submitted in renego- 
tiation under Section 403 of the Sixth Supplemental National Defense Appropriation 
Act, 1942, as amended, were charged off during a period covered by a previous 
renegotiation, may not be subsequently included in the termination settlement if 
a refund was made for such period, or to the extent that such charging off is 
shown to have avoided such refund. 

4. To the extent that they conform to recognized commercial accounting prac- 
tices and the foregoing Statement of Principles, the established accounting prac- 
tices of the contractor as indicated by his books of account and financial reports 
will be given due consideration in the preparation of statements of cost for the 
purposes of this article. 

5. The failure specifically to mention in this statement any item of cost is not 
intended to imply that it should be included or excluded. 


APPENDIX C 


oe Termination for the Convenience of the Government. 
(a) The Government may, at any time, terminate this contract in whole or in 
part by a notice in writing from the contracting officer to the contractor that the 
contract is terminated under this Article. Such termination shall be effective in 
the manner and upon the date specified in said notice and shall be without prejudice 
to any claims which the Government may have against the contractor, or any claims 
which the contractor may have against the Government. Upon receipt of such 
notice the contractor shall, except as the contracting officer directs otherwise, (1) dis- 
continue all work and the placing of all orders for materials and facilities in con- 
nection with performance of this contract, cancel all existing orders chargeable to 
this contract, and terminate all subcontracts chargeable to this contract; (2) transfer 
to the Government, by delivery, f.o.b..................... or by such other means as 
the contracting officer may direct, title to all completed supplies (including spare 
parts, drawings, information, and other things) called for herein, not previously 
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delivered, and partially completed supplies, work in process, materials, fabricated 
parts, plans, drawings, and information acquired or produced by the contractor 
for the performance of this contract; and (3) take such action as may be neces- 
sary to secure to the Government the benefits of any rights remaining in the con- 
tractor under orders or subcontracts wholly or partially chargeable to this contract 
to the extent that such orders or subcontracts are so chargeable. If and as the 
contracting officer so directs or authorizes, the contractor shall sell at a price approved 
by the contracting officer, or retain at a price mutually agreeable, any such sup- 
plies, partially completed supplies, work in process, materials, fabricated parts or 
other things. The proceeds of such sale or the agreed price shall be paid or 
credited to the Government in such manner as the contracting officer may direct 
so as to reduce the amount payable by the Government under this Article. 

(b) The Government shall, upon such termination of this contract, pay to 
the contractor the contract price of all supplies (including spare parts, drawings, 
information, and other things) called for herein which have been completed in 
accordance with the provisions of this contract and to which title has been received 
by the Government under the provisions of paragraph (a) (2) of this Article and 
for which payment has not previously been made. 

(c) In addition to, and without duplication of, the payments provided for in 
paragraph (b), or of payments made prior to the termination of this contract, the 
Government shall pay to the contractor such sum as the contracting officer and the 
contractor may agree by supplemental agreement is reasonably necessary to com- 
pensate the contractor for his costs, expenditures, liabilities, commitments, and 
work in respect to the uncompleted portion of the contract so far as terminated by 
the notice referred to in paragraph (a). The contracting officer shall include in 
such sum such allowance for anticipated profit with respect to such uncompleted 
portion of the contract as is reasonable under all the circumstances. 

(d) If the contracting officer and the contractor, within ninety days from the 
effective date of the notice of termination referred to in paragraph (a) or within 
such extended period as may be agreed upon between them, cannot agree upon 
the sum payable under the provisions of paragraph (c), the Government, without 
duplication of any payment made pursuant to paragraph (b) or prior to the termi- 
nation of this contract, shall in the above events compensate the contractor for the 
uncompleted portion of the contract as follows: 

(1) By reimbursing the contractor for all actual expenditures and costs certified 
by the contracting officer as having been made or incurred with respect to the un- 
completed portion of the contract; 

(2) By reimbursing, or providing for the payment or reimbursement of, the 
contractor for all expenditures made and costs incurred with the prior written 
approval of the contracting officer in settling or discharging that portion of the 
outstanding obligations or commitments of the contractor which had been incurred 
or entered into with respect to the uncompleted portion of the contract; and 
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(3) By paying the contractor, as a profit on the uncompleted portion of the 
contract in so far as a profit is realized hereunder, a sum to be computed by the 
contracting officer in the following manner: (A) The contracting officer shall 
estimate the profit which would have been realized on the uncompleted portion 
of the contract if the contract had been completed and labor and material costs 
prevailing at the date of termination had remained in effect; (B) Estimate, from a 
consideration of all relevant factors, the percentage of completion of the uncom- 
' pleted portion of the contract; (C) Multiply the anticipated profit determined under 
(A) by the percentage determined under (B). The result is the amount to be 
paid to the contractor as a proportionate share of profit, if any, as above provided. 

Notwithstanding the above provisions, no compensation shall be paid under 
this paragraph (d) by way of reimbursement for expenditures, including expendi- 
tures made in settling or discharging obligations or commitments, or by way of 
profit on account of supplies and other things which are undeliverable because 
of destruction or damage, whether or not because of the fault of the contractor. 

(e) The Government shall pay to the contractor such sum as the contracting 
officer and the contractor may agree upon for expenditures made and costs incurred 
with the approval of the contracting officer (a) after the date of termination for 
the protection of Government property; and (b) for such other expenditures and 
costs as may be necessary in connection with the settlement of this contract, and in 
the absence of such agreement as to the amount of such expenditures and costs 
shall reimburse the Contractor for the same. 

(f£) The obligation of the Government to make any of the payments required 
by this Article shall be subject to any unsettled claim for labor or material and to 
any claim which the Government may have against the Contractor under or in con- 
nection with this contract, and payments under this Article shall be subject to reason- 
able deductions by the Contracting Officer on account of defects in materials or 
workmanship. 

(g) The sum of all amounts payable under this Article, plus the sum of all 
amounts previously paid under this contract, shall not exceed the total contract 
price, adjusted in the event that this contract contains an article providing for price 
adjustment, on the basis of the estimate of the Contracting Officer, to the extent 
which would have been required by such article if this contract had been com- 
pleted and labor and materials costs prevailing at the date of termination had 
remained in effect. 

(h) Should the above provisions of this Article not result in payment to the 
Contractor of at least $100, then that amount shall be paid to the Contractor in 
lieu of any and all payments hereinbefore provided for in this Article. 

(i) The Government shall promptly make partial payments to the Contractor 

(1) on account of the amounts due under paragraphs (c), (d) and (e) of 
this Article to the extent that, in the judgment of the Contracting Officer, such pay- 
ments are clearly within the amounts due under such paragraphs, and 
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(2) of such amounts as the Contracting Officer may direct, an account of 
proposed settlements of outstanding obligations or commitments, to be made by the 
Contractor pursuant to paragraph (d) (2) of this Article, if such settlements shall 
have been approved by the Contracting Officer and subject to such provisions for 
escrow or direct payment to the persons entitled to receive settlement payments as 
the Contracting Officer may require. 

(j) Any disputes arising out of termination under this Article shall be decided 
in accordance with the procedure prescribed in Article...... of this contract. 

(k) Upon the making of the payments called for by this Article, all obligations 
of the Government to make further payments or to carry out other undertakings 
hereunder shall cease forthwith and forever, except that all rights and obligations 
of the respective parties under the Articles, if any, of this contract applicable to 
patent infringements and reproduction rights shall remain in full force and effect. 

(1) The Government shall terminate this contract only in accordance with 
this Article, except as otherwise provided by law or by Article...... (Delays- 
Damages). Notwithstanding Article... ... (Delays-Damages) and any defaults of 
the Contractor, the Government shall terminate this contract only in accordance 
with this Article if such termination is simultaneous with or part of or in connec- 
tion with a general termination of war contracts at about the time of, or following 
the cessation of the present hostilities or the end of the present war, unless the 
Contracting Officer finds that the defaults of the Contractor (1) have been gross 
or wilful and (2) have caused substantial damage to the Government. 





PROBLEMS ARISING OUT OF THE SUBCONTRACTOR 
RELATIONSHIP 


Joun S. Carter* 


Any program designed to cushion the economic impact of termination of war 
production must make adequate provision for termination of subcontracts as well 
as prime contracts and the prompt settlement of claims under such contracts. 

It is doubtful whether any accurate figures are available either as to the number 
of subcontractors participating in the war effort or as to the volume of business 
being done by them. It is undoubtedly a fact, however, that because of the manu- 
facturing methods of American industry the number of subcontractors engaged 
in war production greatly exceeds the number of prime contractors, and the volume 
of business done by subcontractors exceeds the volume done by prime contractors. 

By subcontractor is meant the holder of any purchase order, agreement or sub- 
contract for services or materials of any kind that enter into the performance of a 
prime contract. This definition includes not only those companies which have 
contractual relationship with prime contractors but also companies whose services 
or materials are included in the product of the prime contractor, even though such 
companies may be so remotely removed from the prime contractor that the identity 
of the prime contractor and these remote subcontractors is unknown to each other. 

In many respects the problems facing subcontractors upon termination of war 
production will be identical with the problems that will confront prime contractors. 
The expansion in production and employment and the rearrangement of factories 
and facilities brought about by the war will make the task of conversion to com- 
mercial production difficult and troublesome. Even in the midst of war production 
some thought must be given to the effect and method of termination, and plans 
must be made so that the transition to peace will be as rapid and orderly as 
possible. 

The various departments of the Government have endeavored to provide a basis 
for such planning, insofar as prime contractors are concerned, by termination clauses 
in procurement contracts which define the basis of settlement between the Govern- 


*B.S., 1929, Washington and Jefferson College; LL.B., 1933, Cornell University. Member of the 
New York Bar. Manager of Contract Terminations, RCA Victor Division, Radio Corporation of 
America. 

* This article was written considerably in advance of the introduction in Congress of the Murray- 
George Bill (S. 1718, 78th Cong., 1st Sess., Feb. 11, 1944) and the release of the “Baruch Report,” 
in both of which developments there is observable a marked similarity to the views herein expressed 
as to policies concerning subcontractorship problems. 
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ment and the contractor in the event of termination. These clauses have been 
modified from time to time in an attempt to provide an adequate means of deal- 
ing with termination problems when they will arise. The Uniform Termination 
Article sponsored by Mr. Baruch and released through the Office of War Mobili- 
zation is the latest development in this program. 

The great difficulty in attempting to handle the subcontractor’s termination 
problems by contract lies, of course, in the fact that there is no contractual rela- 
tionship between the Government and the subcontractor. The termination clauses 
provide, in substance, that the prime contractor will be reimbursed by the Govern- 
ment for expenditures incurred with the approval of the contracting officer in 
settling outstanding obligations in connection with the uncompleted portion of 
the prime contract. Neither the prime contractor nor the subcontractor has definite 
knowledge of the standards which will guide the contracting officer in determining 
whether he will approve or disapprove a subcontractor’s claim. 

Accordingly, many prime contractors will be hesitant to settle with subcon- 
tractors prior to approval by the contracting officer of the subcontractors’ claims. 
In effect, this would place the subcontractor in the position of having the amount 
of his claim determined by a person who is not party to the contract. It is true 
that in the absence of an agreement to the contrary the subcontractor is not bound 
by the determination of the contracting officer and is entitled to look to his 
customer for payment. However, the right to look to the customer may be of 
little value if the customer is insolvent. In fact, the key to the weakness of the 
subcontractor’s position upon termination of war contracts as contrasted with the 
position of the prime contractor lies in the fact that the subcontractor does not 
have the solvency of the Government behind the obligation to reimburse him 
for termination claims. 

In an effort to meet the demands of war production thrown on American 
industry, billions of dollars worth of war orders have been accepted by subcon- 
tractors without hesitation and without the assurance of the solvency of their custo- 
mers which prime contractors enjoy. It is extremely doubtful whether industry 
could have achieved the splendid results it has if subcontractors had adhered to 
sound, fundamental business rules which govern the normal conduct of their 
business. It is to the great credit of industry that it was willing to adopt this 
attitude. It is this attitude, however, which aggravates the problems facing the 
subcontractor on termination. 

From a realistic viewpoint, the immediate and urgent problems confronting 
a subcontractor on termination are: 

1. Will his claims in connection with terminated contracts be paid? 

2. What will be the basis on which his claims are settled? 


3. When will his claims be paid? 
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1. Witt Susconrractors’ CLAIMS IN CoNNECTION WITH TERMINATED 
Contracts Be Paw? 


When a war production contract is terminated the general procedure is for 
the prime contractor, pursuant to the provisions of the termination clause in his 
contract, to terminate the first tier subcontracts chargeable to the contract. The 
first tier subcontractors, in turn, terminate their immediate subcontracts, and this 
process continues until the most remote subcontractor finally receives notice of 
termination. 

The most remote subcontractor submits a claim for termination charges to his 
customer, who, in turn, submits his own claim, which embodies the amount of his 
subcontractor’s claim, to his customer. This process continues until the prime 
contractor receives a claim from the first tier subcontractor embodying the claims 
of all of the remote subcontractors. This claim, together with the prime con- 
tractor’s own claim, is submitted to the contracting officer for approval. If the 
claim as submitted by the prime contractor is in proper order, it will be paid 
by the Government to the prime contractor who should reimburse the first tier 
subcontractors. 

Under this method of handling claims the most remote subcontractor will not 
receive payment until the money paid by the Government has been channeled 
through all of the various tiers of subcontractors. If any subcontractor in this 
chain should prove to be insolvent, the next subcontractor in line will not receive 
payment for his claim even though the ultimate customer, the Government, has 
paid the full amount of the claim. It is not difficult to foresee how such an event 
might precipitate a series of insolvencies which would prove disastrous to our 
economy. 

It may be argued that this same risk is present in normal commercial business. 
The fundamental difference between the situation confronting subcontractors today 
and the situation in normal times is that usual credit precautions are now secon- 
dary to war production and in normal times industry does not have the possibility 
of the immediate cancellation of 75 to 100 billion dollars of business hanging 
over its head. 

The Government may, in certain cases, protect the first tier subcontractors from 
loss resulting from insolvency of the prime contractor by escrow provisions or direct 
payments to such subcontractors, but such procedure will not remove the risk 
to remote subcontractors if the first tier or any of the intermediate tier subcon- 
tractors prove to be insolvent. 

The right of the Government to cancel prime contracts for default also pre- 
sents a certain amount of risk to all subcontractors. In the event of such can- 
cellation the prime contractor is paid only for articles delivered, and may be charged 
with additional expense incurred by the Government in having the contract com- 
pleted elsewhere. Under such circumstances the prime contractor may be unable 
to meet his obligations to his subcontractors. 
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To date, the risk to subcontractors of cancellation of prime contracts for 
default has been more theoretical than actual. The right of cancellation for default 
has been exercised very sparingly by the Government even where the contractors have 
been behind in deliveries. This attitude by the Government is a recognition of the 
many problems of material and labor procurement confronting industry in this 
vast war effort. This attitude on the part of the Government, plus the contract 
assurance contained in the new Uniform Termination Article that terminations at 
the end of the war will be handled under the “Termination for Convenience” 
clause rather than the “Default” clause unless the contractor’s default is gross or 
wilful, materially reduces the subcontractor’s hazards resulting from the “Default” 
clause. 

Subcontractors have a very realistic problem in connection with the question 
of whether their claims relating to terminated contracts will be paid, and it is 
quite conceivable that their fears in this connection may lead to a more conserva- 
tive policy in the matter of acceptance of additional subcontracts. Such a course 
is particularly likely as the war progresses and as businessmen give more thought 
to the problems of termination. It is possible that the adoption of a more con- 
servative attitude may have an adverse effect on war production; therefore, it is 
imperative that a way be found to give subcontractors greater assurance that their 
claims in connection with terminated contracts will be paid regardless of the 
solvency of their customers. This assurance can probably be given only as a result 
of Congressional action. 


2. WHat Writ Be tue Basis on WuicH SuBCONTRACTORS 
Crams Are Setriep? 


The purpose of termination clauses in prime contracts is to acquaint con- 
tractors with the basis of settlement of claims and to minimize the damages pay- 
able by the Government in the event of termination. 


The major difference between what a contractor could claim for under the termi- 
nation clauses and what he could claim for at common law is that at common law 
he could claim for the complete anticipated profit on the contract whereas the 
termination clauses limit him to a profit based in general on the work done to 
the date of termination. 


While some prime contractors have included termination clauses in subcontracts 
which, in general, provide for termination on substantially the same basis that the 
prime contract can be terminated by the Government, probably a majority of sub- 
contracts are handled on a purchase order basis and do not include a termination 
clause. Accordingly, many subcontractors will be faced with a choice of whether 
they will compute their claims in a manner consistent with that set forth in termi- 
nation clauses in prime contracts or whether they will disregard the limitations con- 
tained in such termination clauses and endeavor to claim for the complete antici- 
pated profit on the contract. 











522 Law anp ConTEMPoRARY PRoBLEMS 


It would appear logical that contracting officers would be guided by the same 
standards of admissible and inadmissible costs and fairness of profit in approving 
subcontractors’ claims as in approving prime contractors’ claims. Since prime con- 
tractors will be reimbursed for claims paid to subcontractors only to the extent 
that such claims are approved by the contracting officers, any attempt by subcon- 
tractors to be reimbursed for costs or profits not allowable by contracting officers 
will be resisted by prime contractors. 

Many companies occupy the dual position of a prime contractor and a subcon- 
tractor in their war business. It frequently occurs that a large company, engaged 
in manufacturing diversified products, occupies the position of a prime contractor 
and a subcontractor on the same contract. It would seem rather inconsistent for 
such a company to adopt one set of standards in computing its claim as a prime 
contractor and another set in computing its claim as a subcontractor. 

Many prime contractors have taken the position that they will not pay sub- 
contractors’ claims until such claims have been approved by contracting officers and 
until the prime contractor has received payment therefor from the Government. 
Other prime contractors are making partial payments pending approval by the 
contracting officer, but require the subcontractor to agree to repay any amount by 
which the partial payment exceeds the amount of the claim as finally approved 
by the contracting officer. 

Where prime contractors make partial payments in advance of approval by 
contracting officers they undoubtedly will endeavor to keep such payments within 
the amounts that they believe will be approved subsequently by the contracting 
officer. Attempts by subcontractors to recover more than would be recovered if 
their claims were computed in the manner provided in the Government termination 
clauses will act as a deterrent to voluntary partial payments by prime contractors, 
cause delays in the settlement of claims, and in many cases will result in time- 
consuming and costly litigation. 

The argument that subcontractors should compute claims in the same manner 
as prime contractors could be made with much greater force if subcontractors 
enjoyed the same security in regard to the financial responsibility of their customers 
that prime contractors enjoy. In fact, a very convincing argument can be made 
that subcontractors should not forego their common law rights of settlement, due 
to the additional risk as to payment which they run. Such an argument should 
not be dismissed as specious. It is a fundamental rule of business that a company 
will be content with a smaller return where there is little if any risk involved. The 
answer to this argument must, therefore, lie in legislative enactment of a satisfac- 
tory plan for removing or minimizing this risk. 

If subcontractors could be assured that they would be paid for their inventories 
and work in process together with expenses incident to termination, it would be 
easier to convince them that they should accept as profit an amount computed in 
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accordance with the termination clause in the prime contract rather than insist on 
the amount to which they might be entitled at common law. 

In the event legislation is passed designed to expedite the settlement of sub- 
contractors’ claims, such legislation will probably specify the basis for the determi- 
nation of claims. The Dent Act, passed after the last war and designed primarily 
to validate certain defective contracts, definitely prohibited recovery by contractors 
of anticipated or prospective profits. 


3. WHEN WILL THE SuscontrRacrors’ Ciaims Be Pai? 


For many subcontractors the question of when they will be paid upon termina- 
tion of war contracts may be of more immediate importance than what they will 
be paid. The impact of general termination will be severe at best. For those 
companies that have all of their working capital tied up in war production the 
necessity for prompt payments or the availability of loans to supply working 
capital until claims are paid will be imperative. Probably the greatest single fac- 
tor in preventing a postwar collapse will be the rate at which industry can effect 
conversion to peacetime production and absorb labor therein. To accomplish 
this conversion, capital must be available either through prompt payment of claims 
or through loans. It would be a shortsighted policy if the Government would take 
advantage of the urgent need of contractors for working capital in order to make 
inequitable settlement of claims. 


A problem which is common to both prime contractors and subcontractors, but 
which has not received as much attention as the question of payments, is the method 
of disposing of inventories and work in process. Even if a company has work- 
ing capital available it may be unable to resume peacetime production for lack 
of adequate manufacturing space until such time as disposition has been made of 
war inventories. As matters now stand, subcontractors are dependent upon their 
customers both for prompt payments and for disposition of inventories. Ultimate 
control over these matters, however, rests with the contracting officers. 

The length of time required for payment and disposition of inventories will 
depend in a large measure on the manner in which a subcontractor calculates his 
claim. Undoubtedly, claims calculated in accordance with the manner provided 
in the termination clause of the prime contract will be disposed of more promptly 
than claims calculated on a basis of settlement more favorable to the subcontractor. 


Many subcontractors as well as prime contractors have endeavored to finance 
their war production and to free their own working capital at the end of the war 
by Regulation “V” loans. Subcontractors who have not investigated the possi- 
bilities of Regulation “V” loans and more particularly the recently liberalized 
policy sometimes referred to as “VT” loans should do so at once. 


Regulation “V,” even in its modified form, does not eliminate the need for a well 
planned termination procedure and the need for legislation on the subject. How- 
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ever, many contractors have protected themselves against some of their postwar 
problems by taking advantage of Regulation “V” in such a way that will free 
all or substantially all of their own working capital immediately upon termination 
of contracts. 

Regulation “V” loans generally provide for an assignment of receivables of the 
borrower under war production contracts. Such assignment provisions, when and 
if made effective, may offer very troublesome credit problems to subcontractors. 
The assignment of receivables to a bank by a prime contractor will place a sub- 
contractor in a subordinate position for the collection of his accounts. The sub- 
contractor may refuse to occupy such a subordinate position and insist upon making 
shipments on a C.O.D. basis. Before taking such a step, which may jeopardize 
future commercial transactions between the companies, the subcontractor must 
carefully evaluate the disadvantages to him of the operation of the assignment 
provision. 

Partial payments by the Government or by a subcontractor’s customer may help 
to relieve the subcontractor of some of his financial problems incident to termina- 
tion. The effectiveness of such payments will depend on the speed with which they 
will be made. Under existing termination clauses in prime contracts considerable 
delay is apt to be encountered before the Government is in a position to make 
even partial payments. 


CoNCLUSION 


The termination of the vast number of war production contracts in an orderly 
manner, and the prompt payment of claims thereunder, will require very close 
cooperation between contracting officers, prime contractors and subcontractors. The 
fact that, even before industry has reached the peak of its production, more con- 
tracts have been terminated than were terminated during and immediately follow- 
ing the last war is but an indication of the magnitude of the problem. 

Interim terminations, while distracting at times, can afford the means of smooth- 
ing out termination procedures. Experience gained therefrom should be of great 
assistance in the preparation for handling the large number of terminations with 
which industry will be faced at the end of the war. 

The development of organizations and personnel trained to handle the job 
by government and industry is of extreme importance. It has been estimated that 
termination claims will amount to 15% or 20% of the unfilled balance of termi- 
nated contracts. If we assume that the value of terminated contracts at the end 
of the war is from 75 to 100 billion dollars the magnitude of the task that con- 
fronts the Government and industry becomes apparent. For many companies, the 
settlement of claims will constitute their only source of income during the period 
of reconversion. A company that waits until the last minute to organize for this 
task is apt to find that its claims are among the last to be settled. 
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Of equal, if not greater importance, is the careful study and consideration neces- 
sary to insure a company that it has included all of the elements of cost in a 
claim that are properly attributable thereto. Many companies have organized 
special termination departments already, and are hard at work analyzing the 
termination problem from all angles in order to minimize the potential loss inci- 
dent to terminations. The organizations of many subcontractors are too small 
to justify a separate termination department, but they are not too small to devote 
the same careful consideration to the preparation of termination claims that is 
given to the computation of costs in connection with the original sales. This 
work deserves and in many cases is receiving the consideration of top executives. 
Some companies, however, either because of the pressure of meeting delivery sched- 
ules or because they have not as yet experienced terminations, have given little 
thought to the problem. 


While it is extremely important for contractors to include in claims all items 
of cost incurred or made with respect to the uncompleted portion of a terminated 
contract, it is also important, in the interest of speedy settlements, that claims be 
free from frivolous charges or padding. Attempts to pad claims in order to estab- 
lish a trading position will result in delays in final settlement and may subject 
the contractor to charges of fraud. 


Despite the improvements that have been made in the termination clauses used 
by the Government, satisfactory answers to subcontractor’s problems as set forth 
herein have not been found. Since there is no contractual relationship between 
the Government and subcontractors, the solution to the problems undoubtedly will 
depend on legislation. 


The bill recently introduced into the Senate by Senator Murray as well as the 
Baruch Report and the Report by the Senate Postwar Planning Committee offers 
considerable hope for a prompt and effective answer to the subcontractor’s problems. 

A suggestion which should receive careful consideration by Congress is a pro- 
vision for mass or group settlement of contracts. There would appear to be no 
insurmountable difficulty in embracing in one settlement prime contracts with 
the War and Navy Departments and the Maritime Commission. Such a settle- 
ment procedure might be similar to overall renegotiation of profits. However, 
certain difficulties will arise in the application of such a procedure to subcontractors 
and particularly to the remote ones. 

The chief obstacle in group settlements with remote subcontractors lies in the 
difficulty of identifying the subcontract with a particular prime contract. If a 
satisfactory solution to this problem could be found the plan for group settlements 
might materially expedite the termination program. 

Direct dealings between subcontractors and the Government would provide a 
means of removing the fear now present with many subcontractors that the collec- 
tion of their claims is dependent on the solvency of their customers, but the same 
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obstacle to group settlements of subcontracts is present in any plan whereby the 
Government would attempt to settle on an individual contract basis directly with 
subcontractors. In addition to the difficulty of contract identification, the work of a 
contracting officer would be multiplied many times if he attempted to deal indi- 
vidually with the great number of subcontractors. 

However, it seems possible to relieve subcontractors of dependence on the 
financial position of their customers without the complications of group settlements 
or settlements directly with the Government. This could be done by providing 
that upon termination of a prime contract the contractor would be required to termi- 
nate subcontracts and to instruct subcontractors to include with claims filed a list 
showing the name and amount of the claim of each of their subcontractors. The 
prime contractor’s claim when submitted to the contracting officer would be in 
two parts, one of which would be a claim for the amount due the prime contractor, 
and the other a claim for the amount due each individual subcontractor down to 
the most remote tier. After approval, the Government would make direct pay- 
ment of the amount due the prime contractor and would pay the subcontractors 
through some escrow arrangement. In this way the money due any individual 
subcontractor would never pass into the hands of the prime contractor or of a sub- 
contractor in a higher tier. Upon making such payments, the Government would 
acquire all rights to inventories and work in process that were the basis of the 
claim. Any partial payments made by prime contractors or subcontractors to other 
subcontractors could be taken care of by an assignment of claims to the extent 
of such payments. 

Such an arrangement would have the advantage of freeing the subcontractor 
from dependence on the solvency of his customer for the payment of/his claim. 
If this could be accomplished, the outstanding disadvantage of the position of a 
subcontractor in relation to the position of a prime contractor would be removed. 

In addition, the contracting officer would be relieved of the tremendous task 
of dealing individually with the vast number of subcontracts and the difficulties 
of identification of subcontractors’ claims with prime contracts and appropriations. 
The contracting officer would also have the assurance that the claim of each sub- 
contractor had been reviewed by the customer. While the customer should not have 
to warrant the accuracy of the subcontractor’s claim, it would seem equitable to 
require a certification by the customer that he had reviewed the claim of the sub- 
contractor and that such claim seemed reasonable in amount. Each subcontractor, 
in submitting his claim, would be required to furnish supporting data in sufficient 
detail to permit a careful analysis of the claim and would be required to certify 
as to the accuracy of the claim. Before final disallowance of itéms in a subcon- 
tractor’s claim by a contracting officer the subcontractor should be afforded an 
opportunity to submit data in support of such items directly to the contracting 
officer. 
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The settlement of claims could be materially accelerated if contracting officers 
could be relieved of the responsibility of checking small claims. If claims of both 
prime contractors and subcontractors that are not in excess of a certain dollar 
amount could be paid without question, unless they are obviously erroneous or 
fictitious, a large amount of detail work could be eliminated. Such a policy would 
make it possible for prime contractors and the higher tier subcontractors to pay 
their suppliers up to the specified amount without question of reimbursement. 


To facilitate partial payments in order to free working capital for postwar 
requirements, claims could first be filed on an estimated basis and contracting 
officers could be authorized or required to pay promptly a certain percentage of 
such estimated claims. 


Undoubtedly, if legislation is enacted which would have the general effect of a 
guarantee by the Government of payment of subcontractors’ claims, certain limita- 
tions on the composition of such claims would be necessary. It would be highly 
inconsistent for the Government to pay subcontractors on a more liberal basis 
than that used in the payment of prime contractors. If subcontractors could 
be assured that in the event of termination they would recover within a reasonable 
time, and without regard to the solvency of their customers, all costs incurred or 
incident to the terminated contract plus a reasonable profit thereon, it would seem 
reasonable to expect them to forego such additional benefits such as anticipated 
profits which they might recover at common law. 


The administrative job of handling the termination of 75 to 100 billion dollars 
of contracts at the end of the war will be so vast that any plan evolved for the 
settlement of claims will undoubtedly entail a certain amount of time. Payrolls, 
during this period, cannot be paid out of claims but must be paid with cash. Ac- 
cordingly, there will be a very serious need for some method of financing, pending 
settlement of claims. A step in this direction has been taken by the availability of 
the “VT” loans. The number of companies that have already taken advantage 
of “V” and “VT” loans is not very large compared with the number of companies 
that will be seriously crippled if they are forced to wait for the payment of their 
claims. 


There are undoubtedly several reasons why “V” and “VT” loans have not been 
used more extensively. Some companies are indifferent to and others unaware 
of the problems that will confront them with overall termination. It may be, 
also, that the “V” loan procedure is too complicated for many companies. Possibly 
many companies are unable to meet the tightening requirements of “V” loans. 


Whatever the reasons may be, the economic welfare of the country will require 
some simple, speedy and adequate method of financing prime contractors and sub- 
contractors for the period between termination of contracts and payment of claims. 
To the extent that such a method of financing is available, the demand for a speedy 
determination of claims is eased. Financing should not be used as an excuse for 
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dilatory settlement of claims but it can be used as a means of effecting an orderly 
procedure. 

The method and time required for the settlement of claims will largely depend 
on whether it is considered in the best interests of the country to adjust each claim 
to the last penny or to effect reasonably accurate settlements in a minimum amount 
of time. No thinking person wishes to see the raid on the United States Treasury 
that a “blank check” policy in the settlement of claims might produce. On the 
other hand, it is vitally important to avoid the stagnation that would be produced 
if industry were unable to go forward with peacetime production because its work- 
ing capital was tied up in claims against the Government which could only be 
settled after detailed audits and examination. 

Somewhere between the “blank check” policy and the detailed audit policy lies 
a middle road which Congress should seek to find through proper legislation. The 
net cost to the taxpayers of a reasonably liberal and speedy program for settling 
claims would undoubtedly be far less than the cost of caring for a vast army of 
unemployed which certainly will result from a penny-pinching policy. 




















COMPANY SETTLEMENTS 


ALLEN W. Mappren* 


One of the most interesting developments which has come out of Congres- 
sional hearings and the Baruch investigation of termination problems is the pro- 
posal for company settlement. Advocates speculate upon its many enticing ad- 
vantages, but many administrative difficulties are involved which must be over- 
come. Arguments for the scheme are that it will speed up payment for both prime 
contractors and subcontractors, at the same time offering the possibility of better 
coordination of termination and renegotiation procedures. Company settlements 
are not possible under existing law and legislation authorizing use of the device 
is necessary. 

At the present time the entire matter is more or less subject to debate within 
administrative and Congressional circles. On February 11, 1944, Senators Murray 
and George introduced a bill (S. 1718) in the Senate which expressly authorized 
use of the company settlement device. This is the first comprehensive termina- 
tion proposal which has been made—it covers every phase of the problem—and 
enactment is probable. Though some modifications may be made in other provi- 
sions, the sections dealing with company settlement undoubtedly will stand. Subse- 
quently, on February 17th, Mr. Baruch submitted his report on War and Post War 
Adjustment to the President and Mr. Byrnes. This so-called “Baruch-Hancock” 
Report, likewise, advocates company settlements. While recognizing the adminis- 
trative difficulties involved, it recommends legislation authorizing company settle- 
ments and presses the procurement agencies to experiment with the device so as to 
put it on a practical basis. 


Wuart Is a Company SETTLEMENT? 


Company settlements would streamline procedure. Instead of the present relay 
process with responsibility passing from the government to the prime contractor 
and so on down the line to the farthest removed subcontractor, the government 
would deal directly with each war producer whether prime contractor, subcon- 
tractor, or sub-subcontractor. Legal fictions such as “privity” of contract would 
be ignored and the matter treated on a realistic overall basis similar to that used 
on renegotiation. 

The company settlement device might be applied in the following manner. 


* A.B., 1935, L.L.B., 1937, New York University; Member of New York Bar; Director Government 
Contracts Division, Research Institute of America; contributor to legal periodicals. 
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If all a war producer’s prime and subcontracts are totally terminated, Uncle Sam 
simply might ask him to provide a statement of the total actual cost of all con- 
tracts. This total actual cost would then be compared with the total of the various 
contract prices, the total of the costs estimated when the various contracts were 
made, and the total anticipated profit if all the contracts were completed. In the 
light of these factors, an overall lump sum settlement could be agreed upon, or 
reached by one of the formulas about to be discussed. 

Company settlements could be used even if some of a producer’s contracts or 
subcontracts are continued. Difficulty may be encountered, however: (a) if the 
terminations are not simultaneous; or (b) if individual contracts are only partially 
terminated; or (c) if a sub-subcontract is so far removed that it cannot be traced 
to a government prime contract. In any of these situations, the down-the-chain 
method may be preferable, depending upon the situation. 

Terminations made during the war, for the most part, have been to readjust 
production programs to meet changing military needs and seldom involve complete 
termination of all contracts and subcontracts. If only a portion of a producer’s 
prime contracts and subcontracts are totally cancelled, this portion could be grouped 
and an over-all settlement reached. A snag may develop, however, unless these 
prime and subcontract terminations occur at approximately the same time. Im- 
proved timing may be expected as procurement agencies gain more experience in 
administering termination. Cutbacks in production are planned in advance and 
consequently, in most cases, specified contracts and subcontracts could be sched- 
uled for cancellation simultaneously. Pre-termination conferences with contractors 
would be a valuable aid in preparing these schedules. 

Even two or more contracts which are partially terminated might be grouped 
in some cases, but here it would obviously be more difficult, if not impossible, to 
apply the company method. However, it could be applied without difficulty to 
totally terminated subcontracts even though the prime contract or intermediate 
subcontract is partially terminated. 

Whenever scheduling and simultaneous termination are impracticable for any 
reason, contracts and subcontracts could be (1) grouped conveniently, or (2) 
handled separately with the government dealing directly with subcontractors, as well 
as the prime contractor or (3) cancelled by the down-the-chain method. Only the 
men handling the case can make the decision, since the choice must necessarily 
depend upon the facts of each case. 

Subcontracts which cannot be traced directly back to government work consti- 
tute the one situation in which use of the company basis of settlement will be 
impossible even to a limited extent. The down-the-chain method is the only 
way these cases could be handled. 


Are Tuey Necessary? 
Flaws in existing procedure. Small business is the 1944 version of the “for- 
gotten man.” ‘Those small firms which succeeded in obtaining war work may 
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receive a hard blow on termination. Subcontractors and suppliers are rightfully 
worried about termination. While prime contractors often suffer delayed payment, 
they are assured of ultimate payment, dealing as they do directly with the govern- 
ment. Subcontractors not only run a greater risk of delay but also shoulder the 
added hazard of nonpayment. Under present “down-the-chain” settlement proce- 
dures, subcontractors face the double-barreled threat that prime contractors or inter- 
mediate subcontractors may become insolvent or delay settlement for selfish reasons. 
Starting with first tier subcontractors, this insecurity increases for each succeeding 
tier in direct proportion to the degree of removal from the prime contractor, since 
more people interpose between the subcontractor and the government. 

The crux of the subcontractor problem is the present down-the-chain method of 
handling termination. Prime contracts are terminated by the government, but it 
has no direct relationship with subcontractors and sub-subcontractors. While the 
termination notice directs the prime contractor to terminate all or specified subcon- 
tracts depending upon whether the contract is totally or partially terminated, the 
actual termination is left to the prime contractor. It is his duty to notify subcon- 
tractors and effect a settlement with them. The government’s only interest is by 
way of a check on prime contractors who are required to obtain approval of sub- 
contract settlement proposals from the contracting officer. Likewise, the prime 
contractor has no direct contact with sub-subcontractors. The termination and 
settlement are effected by the subcontractor at the direction of and subject to the 
approval of the prime contractor. This procedure goes on ad infinitum down to 
the very lowest tier of sub-subcontractors. 

To relay responsibility in this manner can only serve to pyramid delays. As a 
result, two serious threats inherent in delay are accentuated. These dangers are: 
(a) Bankruptcy of small subcontractors if prime contractors pass the burden on by 
withholding payment; and (b) receiverships for financially weak prime contractors 
as a result of suits by subcontractors. 

If payment to the prime contractor is not made promptly, prime contractors 
probably will withhold payment from subcontractors who in turn will tell sub- 
subcontractors that they cannot be paid. Thus the burden will be passed down the 
line until it finally gets to the last firm in the chain. The financially weakest link 
in the chain may be unable to stand the pressure for more than a few weeks. When 
this firm goes under, a receiver will be appointed and will bring action against 
the previous link in the chain, thus perhaps forcing that firm into bankruptcy, and 
starting the reverse process up the line until the prime contractor is hit. At the 
same time, the financial pressure on subcontractors in lower tiers is increased and 
additional insolvencies may develop there also. 

Bank loans are no solution since no bank would accept a subcontractor’s claim 
as collateral in the absence of government guarantee for two very good reasons: 
(a) the subcontractor’s claim is indefinite and uncertain; and (b) when, as, and if 
determined, it is subject to offsets which the prime contractor may have against 
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the subcontractor by reason of other contracts or other causes of action as well as 
the particular contract. 

This situation can be relieved only by devising some procedure such as “com- 
pany” settlements by which subcontractors can deal directly with the government. 


SHoutp Lecistation Be Manparory? 


Company settlements should merely complement down-the-chain settlements. 
To say that “company settlements” should be authorized does not mean that “down- 
the-chain” settlements should be forbidden. Both Congressional and administra- 
tive circles are of the opinion that legislation should merely authorize use of the 
company basis as an alternative to the down-the-chain method. The nature of the 
problem forbids any statutory direction that the company basis be applied. Use 
must be discretionary with the services and flexibility in procedure assured. 

Procurement agencies should be free to take any steps which are considered 
necessary in the public interest. When and how the company basis of settlement 
is to be used is for them to decide. Likewise, the form and contents of the con- 
tractor’s statements, as well as the extent of the government audit, should be 
decided by the procurement agency. 

In many situations, the company settlement will be impracticable. Conse- 
quently, the down-the-chain method also must be available. Furthermore, while 
many officials of the procurement agencies favor company settlements, the majority 
are opposed. To force the method upon procurement agencies would be unwise. 
They are not ready to administer it. Statutory authorization should be on the 
books and waiting, however, when the agencies awaken to the advantages offered. 


Can Formutas Be Appiiep? 


Formulas may require a modification. Every termination clause contains a 
formula or so-called “court” provision to be applied in computing the settlement 
in the event an agreement cannot be negotiated. These formulas have another 
very important function in that they act as a guide for the contracting officer in 
arriving at the amount of a negotiated settlement. 

Formulas used in Army fixed-price construction contracts can be applied to 
company settlements with no difficulty since computation of the amount to be 
paid the contractor is placed on a straight cost-plus-a-reasonable-profit basis—reason- 
able profit being determined by the ratio which the actual cost bears to total esti- 
mated cost. Fixed-price supply contracts present an entirely different situation, 
however. The Baruch uniform clause continues the distinction between completed 
and uncompleted portions of the work made in earlier Army and Navy clauses, 
and further complicates the situation by breaking the uncompleted portion down 
into work in process and unprocessed inventory. Contractors are paid for com- 
pleted work at the unit price stated in the contract, narrowing the computation down 
to the uncompleted portion. In figuring the profit on the uncompleted portion, 
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two different profit rates are applied—one to the cost of work: in process and the 
other to the cost of unprocessed inventory. 

Cost accounting is very complicated under these formulas. All require that cost 
be apportioned between civilian and government work. When this allocation is 
made, the total amount assigned to the government work must again be broken 
down and charged specifically to the various government contracts. Then the cost 
of each contract must be distributed between completed and uncompleted portions 
of the contract. Finally, under the Baruch uniform clause, the contractor must 
again break down the cost of the uncompleted portion so as to allocate it to work 
in process and unprocessed inventory. In many cases such a minute cost break- 
down is so involved that computation is impossible or the result of such a general 
approximation as to be of little value. Direct costs present no problem, but the 
allocation of indirect costs such as overhead and fixed charges portend nightmares 
for the accountant. 

Even under straight down-the-chain settlement, this cost segregation involves 
accounting difficulties for the contractor. These accounting problems inherent in 
existing formulas will be accentuated if the company settlement is adopted. When 
settling single contracts on a down-the-chain basis, accountants may struggle 
through, but if the same distinctions are applied to company settlements it is 
almost certain that compliance with the formula will be so difficult as to be vir- 
tually impossible. Consequently, if company terminations are adopted formulas 
may have to be modified so as to be adaptable to both the termination of single 
contracts and overall termination of all contracts on a company basis. 

This would best be accomplished by placing the formula on a total cost plus 
either a “reasonable” or a “fixed-percentage-of-profit” basis. Either formula would 
abolish the existing distinction made in fixed-price supply contracts between com- 
pleted and uncompleted work. With this modification adjusted profit might be 
computed either on a fixed percentage basis similar to the Baruch clause or the 
“reasonable” basis used in Army construction contracts. The fixed percentage 
basis would be more simple but less equitable. By this method the adjusted profit 
would be computed by applying a fixed rate to total costs. While the “reasonable” 
basis would be a bit more complicated, it would be more equitable. Adjusted profit 
might be computed by multiplying the total anticipated profit, if the work were 
completed, by the total actual cost over the total cost as estimated when the con- 
tract was made. 

Safeguards would have to be taken to avoid excessive payment. As under 
existing formulas, subcontract claims, unprocessed inventory costs, salvage credits, 
and post-termination expenses would have to be excluded in computing profit. 
Settlements, moreover, might be subject to renegotiation unless specifically exempt 
for some reason. 

These formulas offer definite advantages over existing negotiated and formula 
settlements. Both do away with the distinction now made between completed and 
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uncompleted portions of the contract and consequently are equally adaptable to 
company or down-the-chain settlements. When combined with adequate con- 
tractual definitions of cost, furthermore, they make possible an effective audit 
for fraud by the Comptroller General and the Attorney General. If termination 
legislation restricts activities of the Comptroller General to the investigation of 
fraud and conformance with Congressional appropriations, the need for the nego- 
tiated settlement device would cease. All settlements, whether on a company or 
down-the-chain single contract basis, could be by formula. Thus the element 
of uncertainty would be removed permitting contractors to estimate the amount of 
the settlement fairly accurately in advance. An indirect effect would be to facilitate 
post-war financing. 
ADVANTAGES OF THE PLAN 


Company settlements offer three definite advantages over the down-the-chain 
method: (a) by negotiating directly with sub and sub-subcontractors, the com- 
pany basis would slash the delay implicit in the down-the-chain method of relaying 
terminations from the government to the prime contractor and then through him 
to his subcontractors who again pass it on to sub-subcontractors and so on to the 
lowest tier of sub-subcontractors; (b) by grouping all prime and subcontracts held by 
a company, there would be a single audit, dispensing with existing duplication; and 
(c) company settlements would permit better coordination between terminations 
and profit renegotiation proceedings of Price Adjustment Boards. 

Minimizing delays. At the very start of this article, it was shown how company 
settlements might speed up settlement procedures and thus hasten payment for 
both prime and subcontractors. Consequently, there is no need to retrace this 
ground at this point. Below discussed are the two additional advantages—the 
single audit and coordination of termination and renegotiation. 

Company settlements would simplify accounting and audits. Under the down- 
the-chain method, there is great duplication in auditing contracts. This will be- 
come more apparent as the load of terminations increases. Prime contractors will 
be faced with a separate settlement and audit on every terminated contract. The 
situation will be even more impossible for subcontractors who may have a different 
prime, sub or sub-subcontractor to deal with on every termination. Company settle- 
ments would reduce the accounting problem and remove the confusion which is 
bound to arise if the producer must negotiate with the government on his prime 
contracts, and with a large number of prime contractors and intermediate sub- 
contractors on his subcontracts. 

Company settlements would permit better coordination with renegotiation. In 
the heat of the dispute between the procurement agencies and the Comptroller 
General over control of termination settlements, there is danger that sight may be lost 
of the impact of renegotiation on business. Emphasis has been placed on the fact 
that termination settlements negotiated by procurement agencies must be final, con- 
clusive and expeditious since banks and investment houses will be reluctant to lend 
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money or float new securities if the General Accounting Office has power to upset 
negotiated termination settlements on subsequent audit. 

If post-war renegotiation hangs over the head of business, it too may cause such 
a situation. Not only will questions be raised concerning termination status, but 
also renegotiation status. The industrialist applying for a loan or floating new secu- 
rities may be confronted with thrée questions: (a) Have you received payment of 
your termination claims? (b) Has the settlement been fully cleared by the Gen- 
eral Accounting Office? and (c) Have you received profit clearance from Price 
Adjustment Boards? Even though the termination settlement has been fully 
cleared as final and conclusive, bankers and investment houses may not want to 
be involved if renegotiation is up in the air. 

Coordination of the functions of Price Adjustment Boards with those of termi- 
nating agencies is the best solution for this situation. Fundamentally, the problem 
faced on termination is the same as on renegotiation—the determination of a fair 
profit. Unification or close coordination would be ideal from the standpoint of 

- both government and contractor since it would avoid duplication of work. If all 
contracts held by a contractor were terminated, renegotiation and settlement could 
be effected at once and the contractor exempted from future renegotiation. 

Terminations made during war time are a hitch since some contracts may 
be fully terminated while others are continued in whole or in part. This is not 
an impassable obstacle, however. If only a part of a firm’s contracts are terminated, 
cost reimbursement could be made in full and the question of profit left to the 
end of the fiscal period when renegotiation is effected. At that time final settle- 
ment could be negotiated crediting cost and profit payments previously made. Thus 
terminations could be treated as part of the overall renegotiation and a square deal 
assured both contractors and the government. 

Procedural and administrative problems are the major obstacles to coordination 
or unification. Both termination and renegotiation involve the determination of 
fair profit, but the procedures followed are so diametrically opposed that even 
coordination, not to mention unification, is almost impossible. Renegotiation crosses 
contract lines and consolidates a firm’s prime contracts, subcontracts and sub-sub- 
contracts of every tier, treating them on an overall company basis as one contract. 
Contrastingly, contract terminations presently are conducted by the down-the-chain 
method. While termination regulations permit consolidation and grouping of prime 
contracts, this does not apply to subcontracts. Terminations pass from hand to 
hand, so to speak, from the government to the prime contractor, fanning out from 
him to subcontractors and then to sub-subcontractors down the contract chain to 
the lowest tier of sub-subcontractors. 

This conflict in procedure obviously makes unification impossible. Even if 
termination and renegotiation are kept separate, coordination of the two is more 
difficult than it would be if terminations were conducted on a company basis. 

Other administrative problems connected with unification are comparatively 
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simple. Personnel of Price Adjustment Boards would have to be expanded but 
the Boards possess valuable pricing information which would assist them in effect- 
ing a settlement. In any such setup, contracting officers would have to be assigned 
a subordinate role. As is now the case with renegotiation, their advice and assist- © 
ance would be of great importance in working out an equitable settlement but 
they lack the broad knowledge of pricing necessary to negotiate a company settle- 
ment. 

Mandatory legislation would be unwise here for precisely the same reasons as 
in the case of the company settlement itself. This question of unification or co- 
ordination of termination with renegotiation is one for the procurement services to 
solve. Legislation should merely make unification possible by authorizing com- 
pany settlements. 

ApMINIsTRATIVE Oxstactes TO Bg OveRcoME 


Nature of obstacles. Analysis of the arguments against company settlements 
shows not one to be a real bar to the device. Each of these tenuous arguments 
centers on either a legal or administrative obstacle. Although complex, each has a 
solution. Opposition centers on five major arguments: (1) since no contractual 
relationship exists between the government and subcontractors, the government has 
no right to deal directly with them; (2) the government would act at its peril with 
subcontractors; (3) the device might result in duplicative payments to prime and sub- 
contractors; (4) difficulty will be encountered in establishing that lower tier sub- 
contracts and purchase orders are government work; and (5) the company settle- 
ment will not work in every case. 

No contractual relationship exists between subcontractors and the government— 
their relationship is solely with the prime contractor or intermediate subcontractor 
with whom they do business. This objection is based entirely upon a legal fiction— 
that of “contractual privity.” By “privity,” lawyers mean the existence of a con- 
tractual relationship between two parties. This fiction grew up in defining rights 
and dealing out justice between contracting individuals. Since human beings 
like to think in terms of logic and past experience, it has come to be applied to 
contractual relationship between the government and individuals. 

Such a legal technicality should not be permitted to obstruct company settle- 
ments. Inequities between contracting individuals were long ago overcome by 
super-imposing even more technical fictions such as implied or quasi contracts, 
and third party beneficiary. Properly phrased clauses in government prime and 
subcontracts can meet this new need and at the same time preserve the doctrine of 
privity. ‘These clauses should provide for immediate assumption of subcontractor 
and sub-subcontractor claims by the government with prime and subcontractors 
obligated to assign rights and obligations to the government. Neither prime nor 
subcontract clauses need be statutory for they would come within a general legis- 
lative authorization of company settlements, but complementary legislation is neces- 
sary to protect the government against duplication in payments by reason of offsets 
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and insolvencies (see below). The government could then withhold any and all 
subcontract claims from the prime or intermediate subcontract settlement under 
consideration. 

Difficulty is foreseen in connection with offsets which prime contractors may 
have against subcontractors and which subcontractors may have against sub-sub- 
contractors, etc. Under present law, the government would act at its peril in making 
payment directly to a subcontractor. The necessity for communicating with each 
prime or intermediate subcontractor to determine possible offsets could be avoided 
at the same time adequately protecting offsets possessed by prime contractors and 
intermediate subcontractors by providing them with the right to file a statutory 
lien against any settlement made. Opponents may say that funds will be tied up 
by such a lien but this is an even more serious threat under present procedure. Now 
the prime contractor or intermediate subcontractor can simply withhold the amount 
of the offset and tell the lower tier subcontractor to sue. 

Duplicative payments may be made by the government. Opponents argue that 
duplication may occur: (1) if the government has an offset against the prime 
contractor; or (2) if the prime or an intermediate subcontractor has an offset 
against a lower tier subcontractor; or (3) if the prime or intermediate subcon- 
tractor is insolvent. This probably is the most emphasized argument against com- 
pany settlements. By speeding up settlements, however, company settlements would 
defeat the argument by reducing the possibility of duplication. Quicker settle- 
ments would diminish the number of bankruptcies and this in turn would reduce 
the cases in which offsets could not be recovered. 

Effective safeguards could be taken, nevertheless, to avoid such duplication. If 
the government has an offset against a prime contractor, the amount could be 
deducted from the prime contractor’s claim: In the event this amount totals more 
than his claim, then the contractor would make a cash payment to the govern- 
ment or the government would refuse to accept assignment of his subcontracts. If 
the government had to refuse the assignment, the contractor’s name and a descrip- 
tion of his contracts could be circulated among terminating officials so as to prevent 
inclusion of any subcontract claims traceable to the prime contractor in making 
company settlements with subcontractors. Special treatment could be given these 
cases since they would be comparatively few in number. 

No duplication in payment could result from offsets held by prime and sub- 
contractors against lower tier subcontractors. Even the most superficial audit of 
a subcontractor’s settlement proposal would include writing to prime or higher 
tier subcontractors for a statement of any advances, partial payments or other 
offsets. Furthermore, such offsets would be protected by the statutory lien dis- 
cussed above. Failure to file notice of lien would place any loss resulting from 
payment to the subcontractor on the shoulders of the prime or intermediate sub- 
contractor guilty of the omission. 

Likewise, no duplication would result from insolvency of the prime or an inter- 











538 Law anp ConTEMPORARY PROBLEMS 


mediate subcontractor if a statutory trust is established over funds due sub and 
sub-subcontractors to supplement clauses requiring assignment of subcontract 
obligations and rights to the government. The trustee in bankruptcy could claim 
only the amount due the insolvent prime or subcontractor on his personal claim. 
Derivative subcontractors would be creditors of the government and not the 
bankrupt estate. A number of states now have laws of this type to protect 
subcontractors on public and private construction work. 

If desirable, a final safeguard could be provided against duplications in pay- 
ments. While the company settlement itself would be based on total actual cost 
as compared with total estimated cost and total anticipated profit, as stated early 
in this article, more extensive supporting statements might be required so as to make 
possible a comprehensive check at any subcontract level. Careful planning is 
necessary, but roughly these supporting statements might be of the following nature. 

Contractors filing a company settlement proposal could be required to list all 
contracts, subcontracts and sub-subcontracts held by the claimant showing in con- 
nection with each (1) the price; (2) the amount of the contractor’s “company” 
claim apportioned to it; (3) the price of each sub and sub-subcontract outstanding 
thereunder; and (4) the amount of each sub or sub-subcontractor’s settlement pro- 
posal. In addition to his own, he would have to file cost statements and settle- 
ment proposals of each subcontractor showing similar information. 

Thus any sub or sub-subcontract contained in the company settlement proposal 
could be checked back against the prime contract from which derived. This verifi- 
cation would not only make fraud difficult on any level but also would permit 
the rough check against excessive payment suggested by Mr. Collins of the Re- 
liance Electric Company in his testimony before the Murray Committee. If a 
prime contractor’s own claim plus those of his subcontractors total more than the 
prime contract price, something obviously would be wrong, making a more detailed 
check necessary. This test would be possible on sub and sub-subcontracts also. 

Also to be considered is the government’s duty to subcontractors. Prior to 
the war emergency, payment bonds were required from prime contractors so as to 
protect subcontractors, materialmen and laborers. Business capital has been strained 
in turning out the tremendous production demanded by a government at war. 
Consequently, surety companies were reluctant to carry the risk. Because of this, 
the requirement that payment bonds be posted was abolished. At the same time, 
pressure was brought on subcontractors to accept subcontracts regardless of the 
financial reliability of the prime contractor or intermediate subcontractor who 
placed the order. In the light of this, the possibility that there may be some dupli- 
cation in payment by reason of insolvency would not seem to be a weighty argu- 
ment against company settlements. 

Determination that lower tier subcontracts and purchase orders are in fact 
government work may be impossible—the further a subcontractor is removed from 
the government, the more difficult this will be to determine. Unquestionably it 
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will be impossible to trace many remote subcontracts to a government prime con- 
tract, but this is no bar to company settlements since these subcontracts can be 
handled by the down-the-chain method. Legislative authorization of company 
settlements does not mean abolition of down-the-chain procedures. The two can 
exist side by side, the one complementing the other. Lower tier subcontractors 
and suppliers who cannot trace their end product to government work would 
probably receive quicker settlement even though the termination is handled on a 
down-the-chain basis, since higher tier contractors for whom the company basis 
is more practical would have their settlements speeded up and as a consequence 
could pay subcontractors and suppliers more quickly. 

The company basis may be impractical if: (1) terminations are not simultane- 
ous; or (2) individual contracts are only partially terminated; or (3) sub-subcon- 
tracts are so far removed as not to be traceable to a government prime contract. ‘This 
objection has been discussed previously. Obviously, post-war terminations involve 
none of these situations. All three are commonly encountered, however, in terminat- 
ing contracts during the war. The fact that war-time terminations are often partial 
is no serious obstacle since the down-the-chain method can be used insofar as the 
company basis is impracticable. Company settlements may be the more practical 
method even during the war in many situations. For example, it could be applied 
to totally terminated subcontracts even though the prime contract is only partially 
terminated. 

Are Company SETTLEMENTS WorKABLE? 


Obstacles can be overcome. Not one opponent of company settlement argues 
that it would not be preferable to the down-the-chain method if the administra- 
tive and legal problems could be solved. Every argument against the device has its 
foundation either in existing law or in present procedure. Legal technicalities 
should not bar company settlements if a more expeditious settlement can be achieved 
by that method. Law is a living thing which has evolved and changed throughout 
history to meet business needs. Likewise the necessity of changing existing adminis- 
trative organization should be no obstacle. That is why we have administrators— 
to plan administrative organization and to improve it. 











THE ROLE OF CONGRESS IN CONTRACT 
TERMINATION 


Bertram M. Gross* 


The invasion of Poland by the Nazis had a profound effect on the operations 
of the United States Congress. The emergent war situation of 1939 called for 
quick, decisive action of a type that could be forthcoming only from the executive 
branch of the Government. The trend toward the growing dominance of the 
executive, so apparent during the days of the Depression and the Recovery, became 
accentuated. Somewhat reluctant, sometimes protesting, Congress took a back 
seat. Between 1939 and 1943, a growing volume of the basic decisions on national 
policy was made in the White House. Even the key legislative measures of the 
war—such as the War Powers Acts, the Lend-Lease Act, the Selective Service Act, 
the Emergency Price Control Act and the War Appropriations—were all initiated 
in the executive branch, drafted in the executive branch and passed with only 
insignificant alterations by Congress. 

The pendulum is now swinging in the other direction. As war production 
reaches its peak and as we can already see victory in our grasp, the people of the 
country are looking increasingly to their elected representatives in the United States 
Congress to determine basic national policies during the transition period from 
war to peace and in the post-war world. On many fronts and in varying degrees, 
the members of the Congress have already started to take the initiative. Standing 
and special committees of the Congress, in addition to continuing the various in- 
vestigatory functions that have often contributed greatly to the administration of 
the war by the executive agencies, are in the process of drafting new legislation. 
The heads of executive departments and agencies are now increasingly coming to 
Congress for consultation on policy determinations or to ask for legislation. 

It is against this background that one must appraise the role of the Congress 
in contract termination. In fact, the recent history of legislative proposals on 
contract termination well illustrates the rapidity with which the pendulum has 
swung. 

In May, 1943, except for a few rare letters from troubled constituents, there was 
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little interest in contract termination on Capitol Hill. In June, 1943, the War 
Department drew up a brief bill extending the powers of its contracting officers to 
make advance payments against terminated contracts. The War Department had 
no serious thought at that time of legislation covering any more than 2% of the 
subject or even going beyond the immediate needs of the War Department itself. 
Its bill was drawn up as a rider to the Department’s appropriations bill then pend- 
ing in the Congress, and it was the hope of the Department that it would go 
through quickly, without much ado. Hearings were held before the House Com- 
mittee on Military Affairs on June 23, 24, 25, and 29, 1943. Members of the Com- 
mittee, however, sensed the importance of the subject and decided to proceed warily. 
The bill was assigned to a subcommittee for study. Its introduction, however, had 
awakened new interest in the subject. Senator James E. Murray, Chairman of the 
Senate Committee on Small Business, realizing that the subject was one of pro- 
found import to thousands of small businessmen engaged on war contracts, intro- 
duced a measure extending the provisions of the War Department’s bill to the other 
agencies and at the same time providing for uniformity of operation under the 
Chairman of the War Production Board. A few days later, a second version of 
the first House bill was introduced by Senator Robert Reynolds, Chairman of the 
Senate Committee on Military Affairs. Both bills were referred to the Senate 
Committee on Military Affairs. On July 18, 1943, Senator Murray made a prelimi- 
nary report on the subject to the Senate Committee on Small Business, suggesting 
legislation that would require the procurement agencies to make mandatory advance 
payments amounting to at least 75% of their claim to prime contractors and sub- 
contractors within 30 days after the submission of their claims. In this report 
Senator Murray pointed out that there were many important aspects of the contract 
termination problem which he had not yet studied, “such as the terms of final 
settlement, the amount of severance pay granted employees, the disposal of inven- 
tories, the types of assistance needed in obtaining reconversion to other lines of 
production and decisions as to what kinds of war contracts and whose war con- 
tracts are to be continued when production is cut back or hostilities are ended.” 
To study the entire question of contract termination, Senator Reynolds thereupon 
appointed a War Contract Subcommittee in the Senate Military Affairs Committee, 
composed of Senator Murray, Chairman, Senator Harry Truman of Missouri, and 
Senator Chapman Revercomb of West Virginia. Under the direction of Senator 
Murray, the Subcommittee proceeded to initiate a broad study of the problems 
involved in contract termination. 

Nevertheless, it was not until September, 1943, that Government agencies or 
American businessmen came to realize that the basic policies to be followed in 
contract termination were subjects of Congressional determination. This fact was 
brought home for the first time by the now historical letter of September 20, from 
Lindsay C. Warren, the Comptroller General, to Senator Murray. Replying to 
Senator Murray’s request for comment upon his preliminary report concerning 
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mandatory advance payments, Mr. Warren took the occasion to voice vigorous criti- 
cism not only of Senator Murray’s proposals but also of the termination regulations 
of the War Department and of the proposed uniform termination regulation being 
developed by the War Production Board. Specifically, Mr. Warren charged that 
settlement of termination contracts by the contracting agencies would result in 
untold waste of Government money, and submitted legislation that would give 
the Comptroller General full authority over the making of final settlements on 
terminated contracts. Although Mr. Warren’s letter did not touch upon many 
of the most fundamental issues involved in contract termination, it served the 
purpose of dramatizing the need for legislative action. Since then the center of 
interest has rapidly shifted to the Congressional arena. New bills have been intro- 
duced: one by Senator Murray and Congressman Wright Patman of Texas, Chair- 
man of the House Committee on Small Business, directing the Smaller War Plants 
Corporation to make termination loans to smaller companies, one by Chairman 
Carl Vinson, of the House Committee on Naval Affairs, introduced at the request 
of the Navy Department, and finally an “omnibus” contract termination bill spon- 
sored jointly by Senator Murray and Senator George.’ Extensive hearings, some 
of them featuring sharp clashes between opposing personalities and opposing 
philosophies, have been held by the House Committee on Military Affairs, the 
War Contract Subcommittee of the Senate Committee on Military Affairs and the 
Senate Special Committee on Post-War Planning, headed by Senator George. 

The hearings and discussions held to date reveal that there are four major prob- 
lems involved in contract termination: 

I, The settlement of claims on terminated contracts. 

II. Putting released resources back to work. 

III. The pattern of terminations. 

IV. Governmental organization. 

In the summer of 1943 only part of the problem of contract settlement—namely, 
interim financing through advance payments or loans—was regarded as within the 
scope of Congressional interest. Later, it soon became evident that interim financing 
could not be separated from the problem of final settlement, and that the problems 
of settlement could not be separated from the problem of appraising and disposing 
of the materials released through termination, from the decision as to how many 
contracts and whose contracts are to be terminated, or from the question as to what 
type of Government organization is needed to administer the entire program. At 
the present moment, there is still considerable doubt in the minds of many members 
of the Congress and other students of the problem as to precisely where the line 
should be drawn between the Congressional and the executive determination 
of major policies. It is becoming increasingly clear, however, that all aspects 
of the problem are susceptible, in some degree, to legislative treatment and that 


* An analysis of this bill will be made by the writer in Part II of this symposium, shortly to be 
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without legislative directive many aspects of the program can never be admin- 
istered effectively. 


I. Tue SETrLEMENT oF CLaims ON TERMINATED CONTRACTS 


The basic aims of contract settlement should be (1) to obtain quick, final 
settlements that are fair to both the contractor and the Government, and (2) to 
provide liberal interim financing, where and to the extent it is needed, during the 
period between the termination of a contract and final settlement. These aims 
should be clearly set forth in a legislative declaration of policy that it is the right 
of all companies with claims resulting from war contract terminations, whether they 
be prime contractors, subcontractors or suppliers, to obtain quick, equitable final 
settlements and liberal interim financing and that it is the responsibility of the 
Government to see that this right is made effective. 


Final Settlement 


There are seven basic questions in contract settlement that seem to call for 
legislative answers. 

The first, and most obvious, is: “How should the specific amount to be paid 
by the Government on a contract termination claim be arrived at?” 

One of the unfortunate by-products of the struggle for power between the con- 
tracting agencies and the Comptroller General has been the specious theory that 
the former would arrive at the amount to be paid by way of “negotiation” and 
the latter by way of “audit or formula.” This theory is based on a sublime disregard 
for the facts of life. Obviously, a “negotiator’—in addition to exercising his judg- 
ment and doing a little bargaining—must look for certain facts and adhere to certain 
rules of the game. An “auditor” does not merely copy certain figures from the 
books, set them up on a tabulating machine and push a button; he must also use a 
little judgment and do a little bargaining, albeit only with his conscience. All 
settlements on termination claims must result from a combination, in varying 
degrees, of both negotiation and audit. 

All of the various “uniform termination clauses” that have been proposed and 
are being developed indirectly recognize this fact. Although settlement by nego- 
tiation is set forth as an alternative to settlement by formula and although nego- 
tiation is plumped for as the best way of doing the job quickly, the allowable costs 
and the definitions included in the formulae are clearly supposed to provide a gen- 
eral basis for the negotiation. The major reason why this has not been stated 
explicitly in such termination clauses is the fear that the Comptroller General 
would attempt to reopen the settlements to see if they properly adhered to the 
formulae. Statutory limitations upon the review functions of the Comptroller 
General, as proposed in the Murray-George bill, will clarify this question and allow 
the Government's termination clauses to set forth clearly that all settlements, 
whether agreed upon between the two parties or determined unilaterally by the 
contracting agency, will be based upon some set of principles or formulas. 
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There is considerable question as to how far Congress should go in spelling 
out the specific cost principles upon which settlement should be based. 

The Murray-George bill states that “it is the policy of the Government to insure 
to every war contractor (defined to include subcontractors and suppliers) fair com- 
pensation for the termination of any war contract.” It also states that such fair 
compensation should include (1) reasonable expenses incident to termination and 
settlement, (2) reasonable expenses of removing and storing materials, (3) a 
reasonable profit on the work done on the uncompleted portion of the contract 
and (4) 3 percent interest on the amount due, starting 60 days after filing of the 
claim and ending upon final settlement. Beyond this, the Murray-George bill 
delegates to the executive branch the responsibility of setting forth the policies that 
guide settlement. The contracting agencies are told to “establish methods, suit- 
able to the conditions of various classes of war contractors, for determining fair 
compensation for the termination of war contracts on the basis of actual, standard, 
average, or estimated costs, or of a percentage of the contract price based on the 
percentage of completion of work under the terminated contract, or on any other 
basis.” 

Some manufacturers have proposed that a full list of allowable charges be in- 
cluded in the legislation, in addition to the four listed above. Otherwise, they 
maintain, contracting officers will feel that there is insufficient Congressional back- 
ing for the authorization of certain disputed charges. The procurement agencies, 
on the other hand, contend that such a list would make for rigidity, that no list 
could ever be complete and that items left off the list would tend to be disallowed. 

The question of how to arrive at the amount to be paid is inextricably tied up 
with the second basic question concerning final settlement: “What is the Govern- 
ment’s responsibility toward the claims of subcontractors and suppliers?” 

The present system of settling with subcontractors may well be compared to 
the old-fashioned bucket brigade method of putting out a fire, where buckets 
were passed up the line from the man that stood near the well to the man that 
stood near the house on fire. In many cases there are five or ten hands through 
which a subcontractor’s claim must go before it can reach a contracting agency. 
The original claim often has to pass from a sub-subcontractor in Peoria, to a sub- 
contractor in Hartford, to a prime contractor in Philadelphia, with the accompany- 
ing disadvantages flowing from the geographical distances involved and the absence 
of personal contact. Each time the bucket is passed, another set of accountants 
is usually called in to make a new examination before allowing it to go up the line. 
Often it will be impossible for the man in Hartford to know whether the claim 
really goes to Philadelphia or whether it goes to another company in St. Louis 
from which it has obtained work. Despite the Government lawyers who maintain 
that this system is workable, the industrial economy of America was not built in 
such a way that one can easily unravel the subcontracting maze and tell whether 
the machinery or materials supplied by the manufacturer in Peoria to the manu- 
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facturer in Hartford are being used for Navy Contract 123-ABC or Army Con- 
tract 456-DEF. 

Moreover, in many cases the man in Hartford or Philadelphia may be com- 
pletely uninterested in worrying about the Peoria claim anyway or, if he gets paid 
on it, in passing the money down the line to Peoria. Furthermore, after Germany 
is beaten, and especially after the defeat of Japan, many little men in the bucket 
brigade—and some big ones also—will close up shop. Their subcontractors will 
then have no place to go with their claims. They will be termination orphans 
in the post-war storm. 

At the present moment, contracting agencies stipulate that they will reimburse 
prime contractors on their settlements with their first-tier subcontractors only if the 
settlements are approved in advance by the contracting officer. This further compli- 
cates and slows down the process. In recognizing their responsibility to protect 
the Government against overpayment, the contracting agencies have not developed 
any better way of exercising that responsibility than through the inflexible, me- 
chanical process of prior approval. They have failed to realize that their responsi- 
bility on contract termination is indivisible and that protection of the Government’s 
genuine interest is an idle dream unless, at the same time, they fully exercise their 
responsibility to provide quick, final settlements that are fair to the subcontractor. 

The defenders of the present system charge that its critics are asking the Gov- 
ernment to deal with all subcontractors directly. Such a proposal would be ad- 
ministratively impossible and legally out of the question. In fact, it has never 
been advanced by anyone except those who are looking for a straw man that can 
easily be knocked down. 

The only genuine alternative to the present system would have to be built 
on the basis of a statutory delegation to the contracting agencies of the unmis- 
takable responsibility to provide war contractors and suppliers with the opportunity 
to obtain quick, equitable settlements on subcontracts and purchase orders. Once 
this mandate is given, a variety of implementing policies can be developed—some 
in the statute, some administratively. For example, the contracting agencies could 
cooperate with the larger prime contractors in helping develop the policies and pro- 
cedures to be followed by the companies’ termination departments, especially with 
regard to their dealings with subcontractors. One of the arguments for this ap- 
proach is the fact that the cost of operating these termination departments will be 
included in a company’s allowable termination expenses and paid for by the Gov- 
ernment. If this is done, moreover, the contracting agencies will be able to place 
more confidence in the operations of the prime contractors and relax their present 
requirements for prior approval of settlements with first-tier subcontractors. The 
Aeronautical Chamber of Commerce has proposed that the legislation “include 
authority for a prime contractor, acting in good faith, to make final settlement, 
in any amount not exceeding $25,000, of any subcontract.” Irrespective of any 
specific figure below which prior approval would be ruled out, by legislation, Con- 
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gress should also specifically authorize the contracting agencies to waive prior 
approval on larger amounts. 

On the other hand, the contracting agencies must be realistic enough to under- 
stand that many prime contractors will be unwilling or incapable to carry on termi- 
nation negotiations with.all their subcontractors. The agencies must therefore gear 
themselves to the necessity of dealing directly with subcontractors in all tiers. It 
will be futile for them to hide behind the skirts of legal purity and proclaim that 
they cannot breach their contractual relations with the primes. On the one hand, 
they can obtain the consent of the prime—and, in fact, most cost plus contracts 
now call for the Government’s settling with subs. On the other hand, they can 
purchase a sub’s claim. While the latter is somewhat unorthodox, both methods 
are entirely legal. 

Representatives of the contracting agencies have at times conceded that the con- 
tracting agencies should be required to purchase the claims of all subcontractors 
whose primes have been declared insolvent by a court of competent jurisdiction. 
However, it is evident that if you wait until a court makes up its mind, the sub- 
contractor might very well be extinct before the prime is officially labelled insol- 
vent. The legislation should provide complete protection for any subcontractor 
whose prime is insolvent, irresponsible or out of business and who may therefore 
become a termination orphan. This would undoubtedly include, among other 
things, the purchase of claims by the contracting agencies on a much broader basis 
than the officially-declared insolvency of the prime. The subcontractor might also 
be given (as was provided in Section 4 of the Dent Act in 1919) a prior lien on any 
settlement funds paid to the prime. 

The legislation should also provide that payments to subcontractors be sub- 
ject to such control by the contracting agency as will assure receipt by the sub- 
contractor as soon as the prime contractor is compensated. It should give the sub- 
contractor the right to appeal to the contracting agency against the decisions or 
indecision of his prime contractor. 

Third, there is this question: “Must all claims be handled directly with the con- 
tracting offices that originally awarded the contract?” 

If the answer is in the affirmative, settlement procedures will bog down in a 
mass of complications. The prime contractor in San Antonio, Texas, will have 
to rely on the mails and the long distance telephone for contact with the Quarter- 
master’s Office in Philadelphia. The manufacturer who is performing similar 
work for the Ordnance Department, the Signal Corps, the Army Air Forces and 
the Chemical Warfare Service will have to negotiate with four different branches 
of the War Department. The manufacturer who is supplying similar products 
to the War Department, the Navy Department and the Maritime Commission 
will have to deal with three entirely different agencies. 

It seems clear, therefore, that Congress should direct the contracting agencies 
to work toward settling a manufacturer’s claim in his own home town, nego- 
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tiating agency-wide settlements and developing Government-wide settlements by 
assigning particular companies to the agency from which it has obtained the inost 
work, There might also be mandatory provisions calling for agency-wide or 
Government-wide settlements, insofar as prime contracts are concerned, at the 
option of the prime contractor. 

Company-wide settlements are more difficult, since they would usually call for 
settling claims on a company’s subcontracts together with its prime contracts. 
Nevertheless, the agencies should be told to develop a full-fledged experimental pro- 
gram aimed at allowing a company to obtain settlements from one office, at regular 
intervals, of all its termination claims. On the basis of experience it may prove 
possible to use the company settlement to deal with general cut-backs within a 
given program. 

The fourth question is one that is uppermost in the minds of all war con- 
tractors: “How can uniformity and simplicity be achieved?” 

It will be a decade before the average American manufacturer—especially the 
little man—recovers from his resentment against the avalanche of duplicating and 
needlessly complex wartime reporting forms that descended upon him after Pearl 
Harbor. Accordingly, he has good reason to fear what may happen when termina- 
tion notices start coming thick and fast. And with good reason! The preparation 
of settlement procedures and accounting records offers a spendid opportunity for 
each agency and for thousands of minor officials to give free rein to their creative 
fancy in the development of more and more complicated regulations and forms. 
As things ordinarily go, no contracting or disbursing official will ever be accused 
of neglecting the Government’s interest if he insists upon additional records and 
more accounting nuances. 

It will be impossible to cope with this problem unless Congress gives some 
single agency the responsibility of developing the major administrative policies 
under contract termination legislation and thereby guiding the activities of the 
contracting agencies. The first job of such an agency would be to develop a uni- 
form termination regulation and a uniform termination clause for insertion in 
prime contracts. Special emphasis must also be laid upon termination clauses 
in subcontracts, as was indicated in the following statement of Albert M. Carter, 
Acting Chairman of the Smaller War Plants Corporation, before the War Con- 
tract Termination Subcommittee: 

“The scanty information available so far indicates that the majority of subcontracts 
do not contain termination clauses. Some subcontracts have incorporated by reference 
the termination clauses contained in the prime contracts in connection with which they 
have been let; and a few subcontracts contain termination clauses exceedingly disad- 
vantageous to the subcontractors, placing practically the entire burden of losses in con- 
nection with contract termination on the subcontractor. It has been reported that in 
some instances subcontractors who have accumulated substantial inventories for the ex- 


peditious performance of their subcontracts, would not be entitled under their termina- 
tion clauses to more than the scrap value of such inventories. . . .” 
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Above all, it should be recognized that uniformity and simplicity are the 
products of a well-conceived program. They cannot be attained without legisla- 
tion that squarely faces all the other basic questions in contract settlement, and 
without a flexible and imaginative administration. 

Congress should pay special attention to the fact that there are tremendous 
variations among manufacturers in their record-keeping and accounting methods. 
A clear policy should be set forth that “the accounting practices regularly followed 
by the contractor shall be utilized so far as is consistent with this Act.” Otherwise, 
there is the danger of over-rigidity and too much detail in the various forms and 
reports that will have to be filled out under any uniform regulations. 

The fifth question is: “What kind of appeals system should be provided?” 

As already suggested above, the subcontractor should have the right to appeal 
to the contracting agency over the head of the prime contractor. In addition, Con- 
gress should direct the contracting agencies to establish contract settlement appeal 
boards to deal with appeals over the head of the official responsibility for a particular 
settlement. When a war contractor cannot find satisfaction within a contracting 
agency, he should be given a choice of going to an inter-agency appeals board or to 
the courts. While the contract settlement program should aim at minimizing 
litigation, resort to the courts should be rendered less terrifying by expanding 
the personnel and streamlining the operations of the Court of Claims. The con- 
tractor could also go to Congress and ask for amendments in the legislation or 
request an investigation of administrative practices that seem to violate the spirit 
of the existing law. 

The sixth question is one that has already received considerable attention in 
public debate: “How can the Government protect itself against overpayment, waste 
and fraud in connection with contract settlements?” 

In answering this question the old adage “an ounce of prevention is worth a 
pound of cure” might well be rephrased as follows: “One good contract settlement 
program is worth an army of reviewers, investigators and post-auditors.” The best 
protection against waste of the Government’s money, whether through accident 
or through intent, will be an efficient, well-coordinated system of contract settle- 
ment based on legislation that sets forth basic policies and standards. In addition to 
a sound contract termination statute, this calls for a Congressional determination of 
policy on the appraisal of surplus materials. Otherwise, it will often be impossible 
to tell whether a particular appraisal is super-conservative or lavishly generous. 

Naturally, there is also an important role for adequate records and for certain 
types of post-settlement checks on such records. Any over-all office that supervises 
the contract settlement operations of the contracting agencies should constantly 
review a selected sample of contract settlements as a guide in the development of 
future policies and procedures. While it should not be in a position to over-rule 
a settlement once it has been made, it would turn over to the Department of Jus- 
tice any cases of suspected fraud or illegality. The Comptroller General should 
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also review all payments to see that they are in accordance with the negotiated 
agreements. To the extent that he discovers suspected overpayments included 
within the agreements, he should be given the statutory responsibility of reporting 
such cases to the agency involved, to the Department of Justice or to the proper 
committees of Congress. In order to properly handle the cases that are brought 
to it, the Department of Justice might well be required to elevate its present War 
Frauds Unit to the status of a division and expand its personnel. In the case of the 
larger companies, an additional check-up will also be provided by the regular 
renegotiation functions of the Price Adjustment Boards. 

Question number seven is: “What shall be the status of informal commitments?” 


In the early days of the war effort the wheels of production were often set in 
motion by phone calls, telegrams or letters, without waiting for the formal cere- 
mony of a contract award. Sometimes, for one reason or another, such work has 
continued until the present without benefit of clergy. Informal contracts of the 
same type are still resorted to despite official frowning upon their use. 


A similar situation existed after the last war. In 1919, the Dent Act was passed 
to provide for the recognition of such informal commitments as formal contracts. 
Legislation of the same general type is needed today, but care should be taken 
that it discourages the further use of informal commitments and encourages their 
rapid conversion into formal contracts. 


Interim Financing 


There are several major methods that may be used to provide a war contractor 
with quick cash while waiting for final settlement: production advances, termina- 
tion advances, guaranteed loans and direct loans. The official philosophy of the 
contracting ‘agencies—as distinguished from the privately-expressed convictions of 
many of their employees—has been that Congress need only strengthen their present 
powers in connection with these methods. The contracting agencies will then be 
able to cope with the situation and see that everybody is happy. 

Should Congress adopt this philosophy, it will automatically be consigning 
thousands of war contractors to a shaky start in the reconversion race, if not to 
bankruptcy. While at first glance it might seem that with so many techniques to 
choose from a contracting agency should be able to meet the needs of any com- 
pany, in actuality the agency would be in the position of a man who tries to pick 
up a handful of gravel without bringing his fingers together. Most of the gravel— 
and especially the smaller stones—will slip through. Moreover, in this particular case, 
a few of the fingers happen to be extremely weak or are rheumatic at the joints and 
cannot be bent. The Murray-George bill wisely approaches this problem by 
stating that “it is the policy of the Government to insure adequate interim financ- 
ing, within thirty days after application therefor, to every war contractor having a 
termination claim or claims.” The Director of Contract Settlement is told to pre- 
scribe methods whereby all contractors, both prime and sub, will receive at least 
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go percent of their claims. He is also required to prescribe the evidence that must 
be submitted in support of claims for interim financing and “the classes of cases in 
which such interim financing shall be refused.” In other words, while recognizing 
that manufacturers should not simply be paid go percent of anything they may care 
to ask for, the bill establishes a clear policy of paying at least go percent of what 
may reasonably appear to be due, within thirty days. The choice of the particular 
methods to be used—advances, direct loans, or guaranteed loans—is up to the 
executive branch. 

The bill implements this policy by making production advances available for 
termination financing, and by fully authorizing partial payments up to 100 percent 
and direct and guaranteed loans by the contracting agencies, the Smaller War 
Plants Corporation and the Reconstruction Finance Corporation. Excess payments 
are to be repaid at a high penalty interest rate. 

Recently, considerable attention has been given to the use of V loans—that is, 
bank loans guaranteed by the contracting agencies under Executive Order 9112, 
of March 26, 1942—as a means of termination financing. When the V loan sys- 
tem was first instituted, a standard contract provision was developed that provided 
for the automatic suspension of interest and amortization payments upon termina- 
tion of the borrower’s war contracts. This means that the borrower is automatically 
supplied with working capital during the period between termination and final 
settlement (unless, as has happened, the loan itself is cancelled). On September 1, 
1943, the contracting agencies and the Federal Reserve Board announced the crea- 
tion of a new loan, which was immediately baptized the “VT loan.” The only 
difference between a VT loan and a V loan is that while the purpose of the 
former is to provide working capital for war production, the latter is authorized 
even though a company has no need for working capital and enters into the loan 
agreement merely to provide insurance against being strapped for money upon 
contract termination. This arrangement is regarded as entirely within the spirit 
of the executive order, since interim financing of war contractors with termination 
claims contributes to a company’s ability to perform on other war contracts. How- 
ever justified this interpretation may be, it is universally agreed that new legisla- 
tion is needed to authorize a guaranteed loan of this type—what is called a “T 
Loan”—after a termination notice has been received. The War Department has 
therefore proposed legislation that would specifically authorize the contracting 
agencies to guarantee loans “for the purpose of financing any contractor . . . who 
is or has been engaged in the performance of any contract or operation deemed 
by such department or commission to be connected with or related to the prose- 
cution of the war, and who is deemed by such department or commission to have 
rights in connection with the termination in whole or in part of any one or 
more such contracts or operations.” 

In his letter of October 30 to Senator Murray,? Lindsay Warren, the Comp- 


* Hearings before a Subcommittee of the Committee on Military Affairs on S. 1268, S. 1280 and 
S. ]. Res 80, 78th Cong., 1st Sess. (Nov. 4, 1943) 242. 
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troller General, pointed out an obvious loophole in this proposal. He showed that 
type of legislation would not limit a guaranteed termination loan to the extent of 
the claims under the terminated contracts but would leave the door wide open to 
the guarantee of loans totaling far more than the amount of a contractor’s claim. 
In other words, the War Department proposal would clearly allow the war appro- 
priations of the contracting agencies to be used, at their discretion, in financing the 
reconversion of individual companies to peacetime production. Naturally, this 
goes far beyond the limited question of interim financing of terminated contracts. 
If Congress decides to use military appropriations for general reconversion financing 
(which would seem to be an unsound policy), it should do so only after a very 
thorough examination of the entire reconversion problem and after setting forth 
a very explicit set of policies and standards. With regard to termination loans as 
such, it should be required that these loans expire upon settlement of the termi- 
nated contract. 

In providing for guaranteed loans, however, it will not suffice merely to remedy 
this glaring defect in the War Department’s proposal. The most important prob- 
lem is how to establish the guaranteed termination loan in such a way as to make 
it readily accessible to a larger group of borrowers than the V loan has served in 
the past. To date, under the V loan system, there have been only 4,700 loans (and 
a smaller number of borrowers) amounting to only $5.4 billion in total loan authori- 
zations. Of the total amount authorized, only $1.7 billion—or about 307%—has 
actually been drawn upon. In many industries, such as aircraft manufacture, it 
has been extremely difficult for any company to get a V loan under adequate 
terms. In shipbuilding there is only one company now operating under a V loan. 
Only two-tenths of one percent of all V loans authorizations consist of loans of 
less than $100,000, whereas 90% of the loan authorizations has been comprised of 
loans of over a $1 million. Moreover, companies whose balance sheet does not im- 
press the bankers too favorably have been burdened with unnecessarily oppressive 
conditions in their loan agreements—such as the assignment of life insurance 
policies, the strict control of salaries, the provision that no investments can be made 
without the bank’s approval, etc. Companies with reassuring balance sheets, on 
the other hand, often have to put up with many months of protracted negotiations. 

One of the basic reasons for the present shortcomings of the V loan system is 
the fact that every V loan is the product of negotiations between at least four 
parties: the contracting agency that makes the guarantee, the bank that lends the 
money, the borrower and the Federal Reserve Board, which acts as the agent of 
the contracting agency. Often, one bank is legally unable to lend as large an 
amount as is called for and a pool of banks is formed. When this happens, the 
lawyers of each bank pitch in for all they are worth, the red tape mills start hum- 
ming and times goes by. Although, in the original conception of the V loan, the 
Federal Reserve Board was supposed to act merely as an agent, it now makes a 
detailed report on a large number of cases and submits specific suggestions for 
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provisions in the loan agreements. No general restrictions on loan agreement pro- 
visions are laid down for a bank to follow, with the result that it has free rein to 
write into a loan agreement any conditions that anyone of its vice presidents can 
dream up. At the root of these problems, of course, is the fact that there is quite a 
substantial risk involved in a V loan, despite the guarantee. The executive order 
coped with the risk factor by definitely authorizing guarantees up to 100% of the 
amount of the loan. However, in administering the executive order, the procure- 
ment agencies have shied away from the responsibility involved in making 100% 
guarantees. In fact, they have adopted an inflexible rule of trying to sell the banks on 
smaller guarantees. While this is a worthwhile aim to the extent that it increases the 
flow of private capital into war production, in actual practice it has tended to im- 
pede the flow of private capital. In many cases, without a 100% guarantee, the bank 
is not justified in making a V loan. In other cases, where it makes a loan, it counter- 
balances a guarantee that is too low with loan agreement conditions that are too 
oppressive. Accordingly, if V loans are to be used more extensively, the legisla- 
tion must do far more than authorize the contracting agencies to make guarantees, 
but must also specify the terms and conditions under which such authority should 
be used. 

However, no matter how actively and intelligently the V loan is pushed, it is 
obvious that it cannot meet the interim financing needs of the great majority of 
subcontractors and suppliers and that some form of direct Governmental loan will 
also be required. Senator Murray has proposed that direct loans on terminated 
contracts be made to smaller companies by the Smaller War Plants Corporation. 
Legislation of this type is unquestionably necessary. It would be dangerous, how- 
ever, to limit the termination lending of the Smaller War Plants Corporation to 
specific claims. Rather, the Smaller War Plants Corporation should be authorized 
to make character loans as well—that is, to advance termination funds to a smaller 
contractor even before he has been able to identify and estimate all of his particular 
ciaims. 

Congress should also spell out the specific role of the Reconstruction Finance 
Corporation in termination financing. It is entirely possible that this organization 
can perform the same direct loan functions for the bigger companies that the 
Smaller War Plants Corporation can perform for the smaller companies. More- 
over, in both the case of the Reconstruction Finance Corporation and the Smaller 
War Plants Corporation, Congress should specifically direct that outstanding agree- 
ments on all production loans should be amended to include the suspension of 
interest and amortization payments upon contract termination. This would pro- 
vide the present borrower from either of these two agencies with the same protec- 
tion that is now afforded to the present borrower under the V loan system. 

A number of miscellaneous legislative measures to ease the working capital 
situation of the company with terminated contracts have also been suggested. 
One proposal calls for a moratorium on a company’s pending renegotiation pay- 
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ments until its claims on terminated contracts are finally settled. Another calls for 
the acceleration of refunds under the carry-back provision of the 1942 tax laws. Both 
of these suggestions, with the appropriate safeguards, might well be incorporated 
into the next revenue act. 


II. Purrinc ReLEasep Resources Back to Work 


Whenever a contract is terminated, materials and manpower that had been 
allocated for work on the contract are released. At the present moment, most com- 
panies with terminated contracts are able to absorb the released manpower and the 
released materials in their regular production programs. However, there are already 
many companies where terminated contracts result in a sharp disruption, either 
temporary or long-standing, in their productive effort. In these cases, there is already 
a serious problem of how to get the materials and manpower to the place where 
they can best be used. 

Insofar as materials are concerned, present procedures of contract settlement 
constitute an almost impassable barrier. The company cannot dispose of materials 
until it is given a minimum price at which the sale can be made. At times, the 
precise details of finding and choosing between buyers has had to be passed upon 
by higher tier contractors and various officials of the contracting agencies involved. 
More and more businessmen have despaired of being able to dispose of such 
materials quickly and have centered their attention on thinking up ways of getting 
such materials out of their plant. As a result, there has developed a concerted and 
well-justified demand that if the Government has not arranged for the disposal 
within 30 to 60 days, the manufacturer be given the right to remove and store 
such materials at the Government's expense. While this right should unquestionably 
be conferred upon the manufacturer by statute, Congress will never be able to 
come to grips with this problem until it also lays down policies to be followed in 
appraising the materials and in getting them back to use. Perhaps the manu- 
facturer—in exchange for being given the right to remove and store the materials 
at the Government’s expense—should be obliged to inform the Redistribution Divi- 
sion of the War Production Board, or any subsequent office with the same function, 
concerning all materials released through contract termination. The Redistribution 
Division would then have the responsibility of seeing to it that the materials went 
where they are needed. This is one of the many aspects of the contract termination 
problem that could never possibly be effectively handled through the bucket brigade 
system of passing inventory material lists up through the sub-sub and subcontractor 
to the prime contractor and-hence to the Government. On this problem at the very 
least, no matter what is done with respect to final settlement, the Government must 
realize that unlike the Lowell’s and the Cabot’s, who are said to speak only to 
God, the Government often has to get off its high legalistic horse and deal directly 
with the hoi polloi of subcontractors and suppliers. 

A similar problem exists with regard to workers no longer needed as a result 
of contract termination. Prime or subcontractors who release employees as a result 
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of contract terminations should inform the local U. S. Employment Service office 
concerning the employees released. Moreover, in order to facilitate the re-entry of 
such employees into production, dismissal wages up to one month’s regular pay 
might be allowed as a termination cost chargeable to the Government. 

The problem of released facilities—machinery and factories—is so complex that 
separate treatment would be needed even to enumerate the major problems. 


III. Parrern oF TERMINATIONS 

How much production, within any given war program and at any given time, 
should be cancelled? 

Once it is decided how much to curtail a program, whose contracts should be 
chosen for cancellation? 

Once it is decided to cancel a given contract, should work be stopped at once 
or should it be allowed to taper off slowly? 

The answers that are worked out for these questions will determine not only 
the pattern of contract terminations but also the pattern and rate of industrial 
demobilization. 

In the early stages of the war one of the most difficult tasks before the war 
agencies was to come to an agreement upon the precise character of military require- 
ments. Many fierce battles raged between the various war agencies on the projected 
size of the war program as a whole and upon the allocation of critical materials to 
specific munitions programs. As we pass over the hump in war production and 
come closer to the transition period, the same problem of determining requirements 
is again coming to the fore. This time, however, it will be less and less a question 
of what new contracts to award and more and more a question of what old contracts 
to cancel. At present the fundamental factors in cancellation requirements are the 
shifts in production occasioned by changing theatres of operation and the obsoles- 
cence of older types of material, the practical completion of the initial equipment of 
the armed services and the presence of adequate reserves in many types of equip- 
ment and supplies. After the collapse of Germany, there will be the additional 
question of whether or not to fight a fast war against Japan or a slow one. After 
the fall of Japan, there will be the question of whether we should demobilize quickly 
or slowly, of how big a post-war army, navy, air force and munitions industry is 
needed, and of how far we will go in the relief and rehabilitation of other countries. 

Obviously, some of these questions involve profound problems of military 
strategy, national politics and international relationships and will be determined by 
act of Congress, by treaties ratified by the Senate, by Presidential decision, and by 
the joint chiefs of staff. From the viewpoint of this article, however, it will suffice 
to point out that there is as yet no existing machinery for the planned determina- 
tion of whether we will demobilize slowly or rapidly and how we will demobilize 
in either case. From the viewpoint of contract termination per se, this is funda- 
mental. Obviously, if all contracts are allowed to continue until completion, the 
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intricate problem of contract settlement will be completely sidestepped. During 
the coming months, many particular industries and many individual companies will 
fight for such a policy insofar as it relates to their own operations. It is essential 
that a question of as great importance as this one be dealt with by the Congress— 
if only to establish an interim planning agency that will act as a clearing house on 
cancellation requirements, and that will administer any specific cut-backs that may 
be called for in appropriation measures or other laws. Moreover, Congress should 
provide clear authority for the pooling or transfer of war contracts among Govern- 
ment agencies. A manufacturer making pants for the Quartermaster should be able 
to continue operations under that contract in order to supply the same product 
to the Foreign Economic Administration of the State Department. 


Once the volume and timing of contract terminations are decided upon the 
question still remains as to how the particular contracts to be terminated should 
be chosen. This involves a choice between areas—such as whether or not an area 
where the labor supply is critically short should have its contracts terminated first. 
It involves a choice between industries—such as whether the tank program of the 
locomotive industry or the tank program of the automobile industry should first 
be cut. Within an area and within an industry it involves the question as to which 
company should first be cut or whether they should all be cut by an equal propor- 
tion at the same time. 

Each of these questions is fraught with complications. Some industries, some 
areas and some individual companies will find it to their interest to be terminated 
quicker than others—since that would help them get off to a head start in civilian 
production. Other industries, areas or individual companies will want to be termi- 
nated last—since that might help them continue in business during the critical 
period of transition between war and peace. Here again is a province within which 
legislation of a high statesmanlike character is clearly called for. Without such 
legislation the executive agencies will have the power of life or death over entire 
areas of the country, entire industries and thousands of individual business enter- 
prises. It must be kept in mind that at the present moment, these agencies have a 
responsibility toward winning the war and that is all. They have no responsibilities 
with regard to the transition from war to peace, and should not be expected to 
assume or carry out such responsibilities without a clear mandate from the 
Congress. 

Congress should also determine the general policies to be followed in the issuance 
of termination orders. A flood of “stop work at once” orders after the defeat of 
Germany or the defeat of Japan would militate against orderly contract settlement 
and orderly demobilization. To the fullest extent possible, thirty days of advance 
notice should be provided before cessation of work under a terminated contract. 
Moreover, it should be the Government's policy to allow, and at times require, the 
further continuation or the completion of certain items—such as semi-finished com- 
ponent parts and civilian-type goods. This calls for widespread consultation with 
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prime contractors before and after receipt of termination notices and a joint approach 
toward the problem of the termination notices sent down the line to the various 
subcontractors. 

The resulting cost to the Government will mainly consist of the time and energy 
needed to plan an orderly approach to termination. The gains to the Government 
would bulk much larger. There would be a sharp reduction of contractor’s claims 
against the Government and of the time and energy needed to settle such claims. 
The task of checking inventory records would be greatly simplified. There would 
be a more orderly release of labor. Many essential war and civilian items would be 
supplied more rapidly. Millions of dollars would be saved through finishing 
half-completed materials that would otherwise have nothing but a scrap value. 


IV. GovERNMENT ORGANIZATION 


A large part of the current controversy over contract termination has centered 
around the question of who should have the power to make final settlements. The 
procurement agencies now have this power on lump sum contracts, while the Comp- 
troller General has broad powers over payments on cost plus contracts. The Comp- 
troller General has proposed that his powers be extended to the point where he has 
the authority to approve or disapprove all final settlements. 

In resolving this controversy, it is to be hoped that Congress will neither perpetu- 
ate the present situation nor yield to the arguments of the Comptroller General. On 
the one hand, the statutory power of determining general administrative policies 
should be given to a new Office of Contract Settlement within the Office of War 
Mobilization which, without making final settlements itself, would operate largely 
through the contracting agencies. On the other hand, the Comptroller General 
should be given the responsibility of (1) post-checking on final settlements, (2) 
reporting his findings to Congress and the appropriate executive agencies and (3) 
advising the Director of Contract Settlement on administrative policies and pro- 
cedures. 

Specifically, the following duties and powers should be conferred upon the Direc- 
tor of Contract Settlement: 

(1) to make all major decisions of administrative policy under this Act. 

(2) to promulgate uniform policies, procedures, regulations and contract provisions to 
be followed by all the various contracting agencies in the termination and settlement of 
contracts, in guaranteeing loans, etc. 

(3) to promote the integration of contract settlement policies with policies and 
programs of war production, demobilization, disposal of surplus war property and the 
renegotiation of war contracts. 

(4) to establish policies and procedures to promote the settlement of terminated con- 
tracts, to the fullest extent possible, on an agency basis, on a Government basis and on a 
company basis. 

(5) to promote the decentralization of contract settlement operations. 

(6) to promote use of simple reporting forms that place no undue burden on record- 


keeping and accounting ‘personnel. 
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(7) to work jointly with the Smaller War Plants Corporation in protecting the in- 
terests of smaller prime contractors and subcontractors in contract ‘settlement. 


(8) to direct the contracting agencies in the training of personnel competent to handle 
contract settlement problems. 

(9) to cooperate with the contracting agencies in advising the major prime contrac- 
tors on the organization of their contract termination departments. 

(10) to provide businessmen with current information on termination policies and 
procedures. 

(11) to establish a regular reporting system within each contracting agency on the 
progress of terminations, interim financing and settlement proceedings. 


(12) to report to Congress every three months on the exercise of each of its respon- 
sibilities and powers, on the operations of each of the contracting agencies under the Act 
and on the need for any additional legislation. 


An organizational structure of this type, however, would be sufficient to cope 
with little more than the problems of settlement. In fact, in the absence of a com- 
plementary structure dealing with the putting of released resources back to work, 
the pattern of termination and other reconversion problems, the handling of con- 
tract settlement would itself be impaired. It is therefore essential that Congress 
enact legislation dealing with these related subjects also. 

The recent activities of Bernard Baruch and others within the Office of War 
Mobilization on the problems of contract termination and reconversion clearly 
indicate the direction toward which Congressional legislation should be orientated. 
Since the war is still on, and since many bloody battles have yet to be fought, before 
even the collapse of the German front, it is essential that administrative policies on 
contract termination and reconversion be developed within the framework of the 
war production program itself. It would seem reasonable, therefore, that Congress 
should delegate specific responsibilities to the Office of War Mobilization, together 
with the powers needed to carry out such responsibilities, on the following basic 
points: 

1. The coordination of over-all termination, as well as war production, requirements. 

2. The settlement of claims on terminated contracts, through a special Office of Con- 
tract Settlement. 

3. The disposal of surplus war property, through a special Office of War Surplus. 

4. The allocation of materials and machinery, through the War Production Board 
or its successor. 

5. Price control, consumer rationing and wage stabilization through the Office of 
Price Administration and the War Labor Board. 

6. The demobilization of manpower, through the War Manpower Commission. 


In addition to delegating responsibilities and powers, Congress should clearly 
recognize that its own responsibilities are not discharged when legislation is signed 
by the President and printed in the statute books. Without continuous Congres- 
sional vigilance, it is probable that insufficient attention would be given to the need 
for subsequent amendments. There is also a serious danger that the wrong type of 
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administration would violate the aims of the legislation and create many scandal- 
ous situations for post-war investigating committees to dig up and expose. 

But precisely how can the further responsibilities of Congress be discharged? 
Neither House as a whole can—or should—perform the necessary functions. Indi- 
vidual members can take only an individual approach. Why should not the job 
be done, then, through the same standing committees that report the legislation 
to the floor? Why should not the legislation itself fasten upon the appropriate 
standing committees of both Houses the responsibilty of currently appraising the 
administration of the legislation, studying all reports to Congress submitted there- 
under and recommending from time to time amendments to the legislation and im- 
provements in administrative policies and procedures? 

In conclusion, the role of Congress in contract termination is to enact com- 
prehensive legislation setting forth specific national policies as well as delegating 
powers and establishing the proper executive structure and to exercise effective 
surveillance over the administration of the legislation. As everyone knows, there 
are many people in all branches of the Government who strongly argue that Con- 
gressional action be limited to the delegation of certain powers not yet exercised 
by the executive agencies or to the creation of new administrative mechanism. 
There are still more who react violently against the thought of continuous Con- 
gressional vigilance. If Congress goes along with either of these philosophies, it 
will be thereby abdicating the position it should rightfully occupy. By avoiding 
both philosophies and properly discharging its responsibilities to the American 
people, Congress has the opportunity to lay the foundation not only for the sound 
handling of contract termination problems but for the effective functioning of the 
respresentative system in post-war America. 





—— 
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